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His Excellency the Governor
The Honorable President of the Senate
The Honorable Speaker of the House of Representatives
The Honorable Chairman of the Senate Ways and Means Committeé
The Honorable Chain’naﬁ of the House Ways and Means Committee
The Honorable Chairman of the Senate Post Audit and Oversight Committee
The Honorable Chairman of the House Post Audit and Oversight Committee
The Directors of the Legislative Post Audit Committees
The Secretary of Administration and Finance
Members of the General Cou.rt
Omnibus ad quos praesentes literae pervenerint, salutem.

| am today releasing a report conceming charter schools in
Massachusetts. At the direction of the Legislature, my Office reviewed the
business operations of 24 Commonwealth charter schools. This report identifies
weaknesses in the contracting, procurement, and financial management of some
of these schools. Left uncorrected, these weaknesses are likely to undermine
the schools’ capacity to achieve their educational objectives and could jeopardize
the interests of state taxpayers whose dollars fund charter schools. Accordingly,
the recommendations provided in this report are aimed at improving charter
school business policies and practices through best value contracting and
proactive oversight by the Department of Education (DOE).




Since the inception of the Massachusetts charter school initiative in 1993,
charter school business operations have received little scrutiny, either in
Massachusetts or elsewhere in the nation. Sound, cost-effective business
practices are essential to any organization. It is my hope that this report, by
focusing attention on the need for improved business practices, will increase the
likelihood that charter schools will succeed.

The DOE recognizes the need to broaden and strengthen its oversight of
charter school business operations through both technical assistance and
effective monitoring, and has already begun to do so. My Office stands ready to
provide assistance to the DOE in implementing the recommendations provided in
this report. | appreciate the cooperation provided to my Office by the DOE as
well as by the charter schools in this review.

Sincerely,

%ﬁf@m{’
Robert A. Cerasoli

Inspector General
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Executive Summary

INTRODUCTION

Legislation authorizing the establishment of public charter schools in Massachusetts
was enacted in 1993 as Massachusetts General Laws Chapter 71, Section 89 and
subsequently émended in 1995, 1996, 1997, and 1998. Chapter 46 of the Acts of 1997,
which amended the charter school law, directed the Office of the Inspector General to
conduct a study of operations, practices, and activities at.the established charter
schools in the Commonwealth. In conducting this review, the Office reviewed records
obtained from the Department of Education (DOE) as well as from the 24 charter
schools in the scope of this review. The Office also conducted interviews with officials
of the DOE'’s charter school office. The Office appreciates the DOE’s assistance and

cooperation during the course of this review.

This report focuses on the business operations of the 24 charter schools in this review.
The report findings highlight weaknesses that could undermine charter schools’ ability to
achieve their educational objectives and jeopardize the interests of state taxpayers,
whose dollars fund charter schools. The report recommendations are aimed at
strengthening the Massachusetts charter school initiative, increasing charter school

accountability, and protecting the public’s investment in charter schools.

Background on Charter Schools

Charter schools represent one facet of a national reform movement that has promoted
and engendered innovative public education approaches and organizational
arrangements in many states, including Massachusetts. Charter schools are generally
free to establish their own curricula, hire their own staff, and control their own finances.
In retum, chanter schools are expected and obligated to fulfill the objectives of their
charters. An underlying premise of the charter school concept is that introducing

competition into the public education system will have beneficial effects.



Massachusetts was one of the first five states in the country to undertake a charter
school initiative. The charter school law authorizes the creation of two types of charter
schools: Commonwealth charter schools and Horace Mann charter schools. When the
Office initiated this review in March 1998, no Horace Mann charter schools had been
established; accordingly, no Horace Mann charter schools were included in the scope of
this review. Thus, the findings contained in this report relate exclusively to

Commonwealth charter schools.

Commonwealth charter schools receive state funds under M.G.L. c. 70, which
establishes standards for state funding of public schools in Massachusetts. According
to the DOE’s published statistics, charter schools in Massachusetts received close to
$45 million in M.G.L. c. 70 funds in the 1998 fiscal year. In addition, charter schools,
like other public schools, thay receive federal and state grant funds. Under the charter
school law, charter schools may incur temporary debt in anticipation of receiving funds,
provided that the terms of repayment may not exceed the duration of the school's
charter without the approval of the Board of Education. Charter schools may also

receive funds and other donations from private donors.

The charter school initiative, both nationally and in Massachusetts, is designed to
require performance-based accountability. In Massachusetts, the determination of

whether a charter school should receive public funds is guided by three questions:

1. Is the academic program a success?
2. Is the school a viable organization?

3. Is the school faithful to the terms of its charter?

A charter school office within the DOE is responsible for overseeing and providing
technical assistance to Massachusetts charter schools. The responsibilities of the
DOE’s charter school office include, but are not limited to, evaluating new charter
applicants; assisting newly chartered schools; monitoring the performance of charter
schools in improving the academic performance of charter school students; reviewing

charter school reports; disbursing state aid to charter schools; and evaluating renewal



applications. Since February 1999, these functions have been carried out by two

professional staff.

Profiles of Charter Schools in This Review

The 24 schools in this review were granted charters between 1994 and 1996. in 1998,
these schools consisted of seven elementary schools, five combined elementary-middle
schools, five middle schools, six high schools, and one school éerving students in
kindergarten through twelfth gradé. In the 1998 fiscal year, the 24 schools received
state aid under M.G.L. c. 70 totaling $44,302,722 for a combined enroliment of 6,590
students. The expenditures reported by the 24 schools totaled $49,902,034 in the 1998

fiscal year.
Contracts with Private Management Contractors

Under the charter school law, charter schools are authorized to procurek services,
equipment, and supplies under contracts and leases with private vendors. The Board of
Education is required to approve the terms of any contract with a private entity that will
provide “substantially all educational services” to the school. This report refers to the
private entities providing these educational and administrative services to charter

schools as “management contractors.”

The Office’s review disclosed that some contracts between charter schools and their
management contractors contained provisions that could undermine the schools’ ability
to achieve their educational objectives. These provisions also jeopardized the interests

of state taxpayers whose dollars fund those schools.

Finding 1. Four management contracts for educational services contained no
contractor performance requirements measuring students’ academic
achievement.



Finding2. Management contracts executed by some charter schools contained
compensation provisions that posed unwarranted risks to the
charter schools and taxpayers.

e Two contracts based the management contractor’s
compensation on the school’s surplus revenues.

e Two contracts based the management contractor’s
compensation on a percentage of school expenses.

e Three contracts did not accurately reflect the actual
compensation arrangements between the schools and their
management contractors.

Finding 3. Management contracts executed by five charter schools contained
provisions that could restrict public use of educational curricula and
other intellectual property developed with public funds.

Finding4. The DOE’s management contract approval process has been
unsystematic and inconsistently implemented.

Conflict of Interest Issues

Charter schools are subject to the Massachusetts conflict of interest law, M.G.L. c.
268A, which regulates the conduct of public officials and employees at all levels of
government in Massachusetts. The purpose of the conflict of interest law is to ensure
that public officials’ financial interests and personal relationships do not conflict with
their public obligations. Under the charter school law, charter schools are deemed state
agencies for the purposes of M.G.L. c. 268A. Any individual who holds an office,
position, or employment with a charter school, whether paid, unpaid, full-time, or part-
time, is considered a state employee under the conflict of interest law. Individuals

serving as consultants to charter schools are also covered by the law in most cases.

Elected and certain appointed state officials are required under M.G.L. c. 268B, the
financial disclosure law, to file annual statements of financial interest reporting their
financial activities of the previous year, including their income, business ownership and
equity, real property owned in Massachusetts, securities and investments, and certain
information pertaining to their family members, with the State Ethics Commission. Until

1998, the charter school law required members of the boards of trustees of all charter

iv
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schools to file statements of financial interest pursuant to M.G.L. c. 268B, §5. However,
in April 1998 the charter school law was amended to require a more abbreviated annual

financial disclosure requirement for charter school trustees.

Under the charter school law, the members of a charter school's board of trustees are
“public agents authorized by the commonwealth to supervise and control the charter
school.” As board members, charter school trustees are required to fulfill certain
fiduciary obligations or duties that apply to members of all boards of directors, whether
their organizations are private or public. These duties are generally referred to as the

“duty of care” (sometimes called the duty to be informed) and the “duty of loyalty.”

DOE records showed that as of May 1999, 308 trustees — virtually all trustees of the 24
charter schools in this review — had complied with the annual financial disclosure
requirement contained in the charter school law. Of these, approximately three-quarters

disclosed no financial interests in any charter schools.

M.G.L. c. 268A, §6 prohibits a state employee from participating in an official capacity in
any particular matter that would affect the financial interest of a business organization in
which the employee is serving as officer, director, trustee, partner, or employee unless
the employee receives permission from the public official who appointed the employee
to his or her job. The information reported on the disclosure forms showed that some
charter school trustees had financial interests that required them to restrict their actions
as trustees in order to comply with the conflict of interest law and their duty of loyalty to
their charter schools. For example, 29 trustees reported that they were also employed
by their schools as teachers or administrators. Under the charter school law, the
Commissioner of Education is the appointing official of members of charter school
boards of trustees for purposes of M.G.L. c. 268A, the conflict of interest law. As of May
1999, DOE records contained no disclosures from charter school trustees pursuant to
M.G.L. c. 268A, §6, or written determinations by the DOE in response to such
disclosures. In interviews, DOE officials confirmed that the DOE had not granted written
permission to any charter school trustees to participate in particular matters in which

they held financial interests.

11



Finding 5. The composition of some charter school boards of trustees co.uld
undermine the boards’ ability to fulfill their fiduciary duties to the
schools they serve.

Finding 6. The DOE has provided no guidance to charter schools concerning
the requirements of the conflict of interest law.

Loans

Most public schools in Massachusetts are subject to stringent borrowing rules. Charter
schools are not subject to these borrowing restrictions. Under the charter school law,
charter schools may incur temporary debt in anticipation of -receiving funds, provided
that the terms of repayment may not exceed the duration of the charter without the
approval of the Board of Education. There are no restrictions on the purposes for which
charter schools may borrow funds or the amount of funds charter schools may borrow,
nor are the terms of charter school loans subject to any specific approval or disclosure

requirements.

According to the charter schools’ audited financial statements, a total of 10 of the 24
schools had outstanding loans and other financial obligations — such as overdue fees
and interest charges owed to management contractors — at the close of the 1998 fiscal
year. The total outstanding balances included approximétely $12.3 million owed by
Boston Renaissance Charter School, approximately $6 million owed by Seven Hills
Charter School, and smaller amounts owed by Boston University Residential Charter
School, Cape Cod Charter School, Hilltown Cooperative Charter School, Lynn
Community Charter School, Neighborhood House Charter School, SABIS Intemational
Charter School, Somerville Charter School, and South Shore Charter School.

Finding 7. Loan agreements between charter schools and their management
contractors could render the schools excessively dependent on their
management contractors while reducing the schools’ contracting
leverage.

12
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Finding 8. State taxpayers could be liable for unpald debts of charter schools
that lose their charters.

Financial Management and Oversight

The Massachusetts charter school initiative has defined three performance measures
by which charter schools are to be evaluated and held accountable: academic program
success, organizational viability, and adherence to the school charter. Financial

management is a key component of a charter school’s organizational viability.

The DOE’s charter school regulations require a charter school applicant to demonstrate
its ability to achieve fiscal and operational viability within the five-year charter term in
order to obtain charter approval. The Board of Education may revoke a charter for
financial insolvency. DOE regulations also require a charter school seeking renewal of

its charter to demonstrate its financial viability.

In July 1998, the DOE issued Charter School Technical Advisory 98-1, which advised
charter schools that they were required to follow sound business practices and
generally accepted government auditing standards as conditions of their charters. The

Technical Advisory outlined three essential elements of sound business practices:

e a documented system of internal controls;

e a documented procurement process that promotes competition, fairness, and
best value contracting; and

e written policies and procedures ensuring that the school’'s procurement
process is consistent with and based upon its internal control system and
requiring sufficient record-keeping for audit purposes.

The Office’s review disclosed weaknesses in the financial management of some charter

schools and in the DOE’s oversight of charter schools’ financial operations. These

weaknesses undermine the accountability of the charter school initiative and increase

the financial risks to state taxpayers.



Finding 9. The lack of uniformity of the audited financial statements submitted
to the DOE by charter schools reduces their usefulness as a financial
monitoring tool.

Finding 10. Three charter schools exhibited warning signs of financial problems
that, if uncorrected, could jeopardize their future viability.

F‘inding 11. Independent auditors of 17 charter schools reported deficient
: internal control systems that could adversely affect the efficiency
and integrity of the schools’ business operations.

e Some charter schools have reportedly taken timely actions
to strengthen their internal control systems in response to
deficiencies cited by their independent auditors.

e Some charter schools have reportedly failed to take timely
actions to correct previously identified deficiencies in their
internal control systems.

Finding 12. DOE oversight of charter schools’ financial condition and business
practices has been inadequate.

e Charter schools are not currently required to provide the
' DOE with management letters issued by their independent
auditors reporting on internal control deficiencies.

e The annual reports issued by some charter schools have
not consistently complied with financial reporting
requirements.

Procurement Procedures

Massachusetts public elementary and secondary schools are required to follow the
competitive procedures of M.G.L. ¢c. 30B in procuring supplies, services, and real
property. M.G.L. c. 30B, which applies to approximately 1,500 local govemmental
jurisdictions in Massachusetts, requires the solicitation of informal price quotations for
supply and service contracts from $1,000 to $9,999 and formal, advertised competition
using sealed bids or proposals for supply and service contracts of $10,000 or more.
M.G.L. c. 30B also sets forth competitive procedures for disposing of surplus supplies
and acquiring or disposing of real property. .

viii -
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The charter school law contains no competitive requirements for charter school
purchases. However, Chapter 46 of the Acts of 1997, which amended the charter
school law, contained a provision requiring charter school administrators serving as
procurement officers to participate in and obtain certification in the Massachusetts
Certified Public Purchasing Official (MCPPO) program conducted by the Office of the
Inspector General. In addition, Horace Mann charter schools are subject to the
provisions of M.G.L. c. 30B.

In July 1998, the DOE issued Charter School Technical Advisory 98-1 advising charter
schools that they were required, as a condition of their charters, to follow sound
business practices. The advisory stated that sound business practices would include
procurement procedures that maximize competition, give potential offerors sufficient
information upon which to base their offers, and specify an evaluation method that

defines and produces the best value offer.

Six months after the DOE issued this advisory, the Office reviewed the written
procurement procedures developed by the 24 schools in this review. The Office’s

review of each school’s procedures addressed two questions:

e Did the school adopt written procurement procedures, as required by the
1998 DOE advisory?

e If so, did the school's written procurement procedures require formal
competition and best value contracting, as required by the DOE advisory?

The Office’s review disclosed that many charter schools had not developed written

procurement procedures by January 1999. Of those that had developed written

prdcurement procedures, most did not require advertised competition for any

purchases, although some schools indicated in letters to the Office that they have

attempted to seek informal competition for some purchases.

Finding 13. More than half of the 24 charter schools lacked written procurement
procedures.



- Finding 14. The written ‘procurement procedures adopted by nine charter
schools did not require advertised competition for purchases of
supplies, services, and equipment.

Facility Leasing

The task of locating and paying for an adequate school facility poses a daunting
challenge to prospéctive founders of charter schools as well as to newly chartered
schools. The charter school law prohibits Commonwealth charter schools from
receiving state school building assistance funds for school construction, reconstruction,
or improvement work. However, the state’s budget for the 1999 fiscal year included

funds for grants to support charter school leasing and construction of facilities.

The Office’s review of 41 real property agreements provided to the Office by the 24
charter schools in this review showed that all 24 schools occupied leased facilities as of
July 1998. In some cases, these agreements had been amended to change the lease

.payments, add space, or extend the lease term.

The lessees for facilities used by seven of the 24 schools between March 1995 and July
1998 were not the schools themselves; in each case, the private non-profit corporation
established to provide support to the school was the lessee, although the sc‘hool paid
the rent or occupancy charges under the lease agreement. Documents provided to the
Office by the schools indicated that the schools had not executed written sublease

agreements with the private non-profit corporations leasing the facilities.

The lease costs of the 24 charter schools in this review exceeded $3 million in the 1998
fiscal year. The lowest expehditure for the 1998 fiscal year was $40,000; the highest
was $583,600. For all schools, lease costs as a percentage of total school expenditures
totaled approximately seven percent in the 1998 fiscal year. For individual schools,
lease costs as a percentage of total school expenditures ranged from four percent to 14

percent in the 1998 fiscal year.



Finding 15. -Charter *.schools’ unadvertised, noncompetitive real ‘property
transactions are vulnerable to waste and abuse. o

e Six charter schools leased their facilities from related
parties or organizations.

e By funding noncompetitive, negotiated facility costs, the
Commonwealth’s $2.8 million facility grant program for
charter schools will not promote best value leases.

Finding 16. Some facility information provided to the DOE in the charter school
applications has proved speculative and unreliable. '

Finding 17. Charter schools have not complied with the beneficial interest
~disclosure requirements contained in M.G.L. c. 7, §40J.

-z Conclusion and Recommendations

The finding;c; summarized in this report focus exclusively on the business policies and
practices of the 24 Massachusetts charter schools in this review. To daté, charter
school business operations have received little scrutiny. Both nationally and within
Massachusetts, the debate over the charter school movement has focused primarily on
educational effectiveness. The p’hilosophy of the charter school movement is that
charter schools should be free to use whatever means and processes they choose as
long as the educational results are satisfactory. In Massachusetts, charter schools are

evaluated primarily on the basis of the academic progress of their students.

While charter schools are required to comply with some of the same laws and
regulations — such as health, safety, and antidiscrimination laws — that apply to other
pubiic schools, charter schools are not subject to the same legal rules goveming their
busine_ss operations. Unlike other public schools in Massachusetts, charter schools are
not required to procure supplies, services, and real property using the competitive
procedures of M.G.L. c. 30B. In addition, charter schools are permitted to incur short-
term debt without being subject to the legal restrictions on borrowing by Massachusetts

cities and towns.



This report identifies weaknesses in the contracting practices, internal controls, and
procurement procedures of many charter schools in this review. If left uncorrected,
these weaknesses are likely to undermine the schools’ ability to achieve their
educational objectives; they also jeopardize the interests of state taxpayers whose
dollars fund those schools. These findings may be attributable in part to inadequate
administrative resources. Individuals with the necessary talent, expertise, and
dedication to design and implement innovative educational methods do not necessarily
possess the necessary expertise, time, and motivation to develop effective internal
control systems and procurement procedures. Although the DOE has informed charter
schools that they are obligated to follow sound business practices — including the
adoption of written procurement procedures that maximize competition — as conditions
of their charters, the DOE has not taken steps to monitor compliance with these

requirements.

In theory, the DOE’s authority to revoke or deny renewal of charters to schools whose
operational or financial viability is judged inadequate provides a sufficient incentive for
charter schools to institute sound business practices. This theory remains largely
untested: as of November 1999, the DOE had neither revoked nor denied renewal of
any charters. However, the fact that the DOE’s charter renewal criteria do' not entail an
explicit evaluation of charter schools’ business practices may have reduced the

likelihood that charter schools would devote scarce resources to this area of operations.

It has also been argued {hat the strict budgetary limitations imposed on charter schools
by the state’s tuition formula provide the necessary safeguards against wasteful or
inappropriate charter school expenditures. However, the Office’s review revealed that
some charter schools are not operating within these budgetafy restrictions; instead, they
have incurred substantial debts in order to supplement their state tuition payments and
other sources of income. The Commonwealth could, in some circumstances, be liable
for the outstanding financial obligations of these schools if the DOE revoked or failed to
renew their charters. Thus, the financial exposure of these charter schools could pose
significant risks to state taxpayers. [f the current cap of 37 Commonwealth charter

schools is increased or removed, and the humber of Commonwealth charter schools

Xii
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increases, the outstanding financial obligations of these schools — and corresponding

risks to state taxpayers — will escalate further.

Efficient, cost-effective business practices that reduce the risks of waste and abuse will
further a charter school’s educational mission. Conversely, inefficient business
practices that invite waste and abuse will consume resources that could and should be
devoted to improving the educational performance of the charter school’s students.
Strengthening charter school business operations is therefore in the interests of all
charter school stakeholders: the schools themselves, parents, students, and state

taxpayers.

Accordingly, the recommendations provided in this report are aimed at accomplishing
this objective by implementing two policy initiatives: best value contracting and

proactive oversight. These initiatives are discussed in further detail below.

Best Value Contracting

A central premise underlying the charter school initiative, nationally as well as in
Massachusetts, is that a market-driven educational system will promote innovation,
efficiency, and accountability on the part of charter schools as well as regular school
systems. Despite the competitive model on which charter schools were founded, the
charter school movement has not taken the lead in applying similar market principles to
charter schools’ business transactions, nor has this issue been a focus of the charter

school literature.

The decision to contract out public functions to the private sector is a policy decision
that may entail value judgments and accountability considerations as well as efficiency
and cost analyses. However, when a charter school — or any other public entity — does
decide to contract with the private sector, it should do so in an accountable manner that
obtains the best value for the public dollar by taking into consideration its quality and
performance objectives as well as price. The strategy of fostering competition in the
private marketplace on the basis of quality, performance, and price is commonly

referred to as “best value contracting.” Competition is a key element of best value

-

9



contracting. Research has consistently demonstrated that without the discipline of the
competitive marketplace, contracts for supplies and services with the private sector are

neither efficient nor cost-effective.

The DOE has instructed charter schools to develop competitive procurement
procedures. However, only two of the 24 schools in this review had developed written
procedures requiring advertised competition. This finding suggests that the cUrrent
approach of encouraging each charter school to invent its own procurement procedures

is unlikely to result in accountable procurements that promote best value contracting.

Since the enactment of M.G.L. c. 30B in 1990, more than 1,500 local jurisdictions in
Massachusetts — including local and regional school districts — have conducted best
value procurements for their supplies, services, and real property acquisitions. Horace
Mann charter schools are also subject to the requirements of M.G.L. c. 30B. Thus,
most Vendors serving Massachusetts public schools are familiar with M.G.L. c. 30B and
accustomed to competing for school contracts. Charter school procurement officers are
already required to participate in the Massachusetts Certified Public Purchasing Official
(MCPPO) program, which offers three seminars on best value contracting. The most
efficient means of ensuring best value contracting by charter schools is to require them
to use the widely accepted and well-documented competitive procedures of M.G.L. c.
30B.

Some private management contractors providing comprehensive educational and
administrative services to Massachusetts charter schools are selected by the charter
school founders before the schools are chartered. To address these circumstances, the

recommendations in this report would exempt these management contracts from the

~ competitive requirements of M.G.L. c. 30B in cases where the management contractor

was selected prior to and included in the original charter application. In these cases,
the DOE would be responsible for conducting a full assessment of the management

contractor's qualifications and price to provide the services specified in the application.

Otherwise, this report recommends that each charter school electing to contract with a

private management contractor for educational and administrative services — or for
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administrative services exclusively — be required to develop a detailed scope of work,
including performance standards and requirements, for the services to be procured;
conduct an advertised competition; evaluate and compare offers from qualified
- contractors; and select the best offer. This market-driven approach to contracting for
management services would increase the likelihood of obtaining high-quality services
on favorable terms. While incumbent management contractors may prefer not to be
required to compete for charter school contracts, the prospect of initial vendor
resistance should not deter charter schools, the DOE, and the Legislature from

promoting competition and accountability through best value contracting.

Proactive Charter School Oversight

Charter school proponents on the national level have begun to recognize the need to
shore up the business side of charter school operations if the charter school movement
is to survive over the long term. For example, the Hudson Institute, whose “Charter
Schools in Action” broject generated two major reports on its research on charter
schools in 14 states, including Massachusetts, has cited the “lack of business acumen
and managerial competence” as a start-up problem that charter schools themselves

need to address.

To strengthen charter schools’ business operations, the second policy initiative
recommended in this report is an effective and reliable system within the DOE for
conducting proactive oversight. The starting point for this system is the DOE’s charter
school application process, which should enable the DOE to conduct a meaningful
evaluation of the administrative and financial capacity of charter school applicants. The
Accountability Plan developed by newly chartered schodls should include a business
plan for the school’s operations and finances. As part of its oversight function, the DOE
should provide assistance to new and existing charter schools to facilitate the adoption
of sound business systems and practices. To ensure genuine accountability, the DOE
must also establish reliable methods of monitoring each school’s financial condition,

internal control systems, and compliance with its business plan.
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Although the Massachusetts charter school law is considered a strong state oversight
model on a national level, the oversight requirements of the law have not been fully or
effectively implemented. The DOE has recently taken steps to improve its charter
school'oversight function. However, notwithstanding the evident dedication of the two -
professional staff members of the DOE’s charter school office, the charter school office
has lacked sufficient staff resources to provide effective, proactive oversight of the

business operations of Massachusetts charter schools.

The recommendations provided below would benefit the charter school community and
state taxpayers by improving DOE oversight in at least three areas. First; the DOE
would ensure that newly chartered schools possess sufficient resources and information
to institute and administer sound business policies and practices. Deficient business
operations and noncompetitive procurement methods are unlikely to improve charter
schools’ educational outcomes, nor is there any evidence that Massachusetts charter
schools have developed innovative administrative systems or procedures that are

worthy of replication.

Second, the DOE would identify and address operational problems at charter schools
before these problems became insurmountable. Charter school advocates within the
research community have raised legitimate concems about the appropriateness of
relying on the chartering agency’s ability to shut down a school as the primary tool for
holding schools accountable. |

And third, the DOE would ensure genuine administrative accountability by holding all
charter schools to clear standards of financial and operational performance. After five
years, when a charter school applied to the DOE to renew its charter, the DOE would

have compiled full information on the school’s operations and track record.

This policy initiative will require the Commonwealth to increase its investment in charter
school oversight. The DOE’s charter school office will require additional staff resources
in order to fulfill its current oversight responsibilities and to implement the
recommendations listed below.

XVi
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Recommendations

The Inspector General, recommends the following measures to strengthen the
Massachusetts charter school initiative, increase charter school accountability, and

protect the public’s investment in charter schools:

1. The DOE should strengthen and systematize its oversight of charter schools’
business operations and financial condition.

2. The DOE should require each charter applicant to submit a detailed business
plan for administering the school’s operations and finances.

3. Charter schools should be required to use the competitive procedures of
M.G.L. c. 30B to procure supplies and services, and to acquire and dispose of

real property.

4. The DOE should provide charter schools with comprehensnve information on
their legal obligations.

5. The DOE should ensure that the Board of Education has approved the terms
of all educational services contracts requiring Board approval.

6. The DOE should develop and disseminate sample management contract
provisions that protect the interests of charter school students, other public
school students, and state taxpayers.

- 7. The DOE should contract for and disseminate prototype accounting manuals
for larger and smaller charter schools.

8. The DOE should improve and standardize the annual -independent audits
conducted at charter schools.

9. The DOE should devote the necessary additional resources to ensure
effective, proactive charter school oversight.

~
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I. Introduction

Legislation authorizing the establishment of public charter schools in Massachusetts
was enacted in 1993 as Massachusetts General Laws Chapter 71, Section 89 and
subsequently amended in 1995, 1996, 1997, and 1998. The charter school law
establishes the Board of Education as the charter-granting authority in Massachusetts.
The Department of Education (DOE), under the supervision of the Board of Education,
administers the charter application process; the DOE also provides assistance to and

oversight of Massachusetts charter schools.

Chapter 46 of the Acts of 1997, which amended the charter school law, directed the
Office of the Inspector General to conduct a study of operations, practices, and activities

at the established charter schools in the Commonwealth, including but not limited to:

[Aln analysis and evaluation of contracting practices and related matters

and whether any procedures, practices, programs or measures may be

employed or implemented to ensure that the charter schools are in

conformance with state laws goveming contracting, related-party

transactions, record keeping and the expenditure of public funds.
The Office initiated this charter school study in March 1998. Consistent with Chapter
46, which was enacted on July 11, 1997, the Office identified 25 charter schools that
had been established as of July 31, 1997. The operation of one of the 25 schools,
YouthBuild Boston Charter School, had been suspended since December 1996 due to
concems about the quality of its educational program and the school’s organizational
viability. The Board of Education voted to dissolve its charter school contract with the
YouthBuild Boston Charter School in February 1998. The Office thus excluded the

school from the scope of this review.

In conducting this review, the Office reviewed records obtained from the DOE as well as

from the 24 charter schools listed below:



Academy of the Pacific Rim Lawrence Family Development

Atlantis Lowell Middlesex Academy
Benjamin Banneker Lynn Community

Benjamin Franklin Classical Marblehead Community
Boston Renaissance Martha’s Vineyard

Boston University Residential Neighborhood House
Cape Cod Lighthouse North Star Academy
Chelmsford Public , Pioneer Valley Performing Arts
City on a Hill SABIS International
Community Day Seven Hills

Francis W. Parker Somerville

Hilltown Cooperative ' South Shore

The Office also conducted interviews with officials of the DOE’s charter school office.
The Office appreciates the DOE’s assistance and cooperation during the course of this

review.

This report focuses on the business operations of the 24 charter schools in this review.
The report findings highlight weaknesses that could undermine charter schools’ ability to
achieve their educational objectives and jeopardize the interests of state taxpayers,
whose dollars fund charter schools. The report recommendations are aimed at
strengthening the Massachusetts charter school initiative, increasing charter school

accountability, and protecting the public’s investment in charter schools.

In September 1999, the Office provided the DOE with a confidential draft of this report.
In his written comments on the draft, the DOE Commissioner stated that the Office’'s
review had provided the DOE with valuable information, expressed agreement with
many of the major findings of the report, and provided additional comments and
informatibn relating to the report findings and recommendations. The DOE
Commissioner's response also identified several recently implemented measures as
well as measures currently being implemented by the DOE to strengthen its charter
school oversight function. The DOE Commissioner's full response is provided in
Appendix A of this report. The DOE Commissioner's comments have also been noted

in the relevant sections and findings of this report.
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Background on Charter Schools

Charter schools represent one facet of a national reform movement that has promoted
and engendered innovative public education approaches and organizational
arrangements in many states, including Massachusetts. As independent public schools,
charter schools operate under charters, granted by state or local jurisdictions, that
outline the schools’ educational objectives and their plans for achieving those
objectives. Although the rules governing charter school arrangements vary significantly
from state to state, charter schools are generally permitted to operate independently,
without having to comply with many regulations that apply to other public schools. Like
other public schools, however, charter schools may not charge tuition, must be
nonsectarian, and must comply with federal and state antidiscrimination, health, and

- safety laws.’

Accordingly, charter schools are generally free to establish their own curricula, hire their
own staff, and control their own finances. In retumn, charter schools are expected and
~ obligated to fulfill the objectives of their charters. Charter school terms vairy from state~
to state. Generally, they range from three to five years. The charer-granting
jurisdiction may revoke the charter of a charter school that fails to achieve its objectives.
This arrangement is intendéd to foster innovation while ensuring educational
accountability. According to the Institute for Responsive Education at Northeastern

University, which has studied the charter school movement since 1992:

[Clharter schools may be laboratories for innovation, places where
educators can explore new teaching methods and better ways to forge
school-family partnerships, and places where other educators can leamn if
these techniques can work.?

An underlying premise of the charter school concept is that introducing competition into

the public education system will have beneficial effects. In a 1997 handbook for charter

"U.s. Department of Education, National Institute on Educational Govemance, Finance,
Policymaking and Management, The Charter School Roadmap (1998), 1.

2 Abby R. Weiss, Going It Alone: A Study of Massachusetts Charter Schools (Institute
for Responsive Education, 1997), 4.
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school founders, the Boston-based Pioneer Institute emphasized the value of charter

schools as a form of “market-driven education”:

Advocates of a more market-driven education system believe charter
schools are a significant step in the right direction. Because charter
schools are funded on the basis of their enroliment, they are forced to
attract and satisfy the educational consumer and, in so doing, they
introduce meaningful competition into the educational system.’

Similarly, a 1998 report on the Massachusetts charter school initiative issued by the

DOE cited competition as a positive force for improving public education:

Cﬁarter schools were created to provide more choices in public education,

encourage competition among public schools, and spur innovation in -

pursuit of improved educational outcomes. . . . [C]hoice means

competition, which is a force that often hastens change and improvement

in any organization or system.’
As of September 1998, there were approximately 1,050 charter schools operating 1,129
sites (including multiple branches operating under a single school charter) in 27 states
and the District of Columbia.® The federal government provides grant funds and
technical assistance to charter schools as well as to other public schools. The U.S.
Department of Education budget for charter schools increased from $51 million in the
1997 fiscal year to $100 million in the 1999 fiscal year; for the 2000 fiscal year, the
Department requested $130 million to stimulate the creation of 3,000 charter schools

over the next decade.®

° Pioneer Institute for Public Policy Research, Charter School Resource Center,
Massachusetts Charter School Handbook (1997), 2.

* Massachusetts Department of Education, The Massachusetts Charter School Initiative
(1998), 2-8.

* U.S. Department of Education, Office of Educational Research and Improvement, The
State of Charter Schools: Third-Year Report (1999), Executive Summary.

® U.S. Department of Education, FY 2000 Budget Summary (Online, accessed January
1999). Available from http:/www.ed gov/offlces/OUS/BudqetOO/BudqetSum/sum-a html/
#charterschools :
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Charter Schools in Massachusetts

Massachusetts was one of the first five states in the country to undertake a charter
school initiative. The Massachusetts charter school law, M.G.L. c. 71, §89, sets forth

seven purposes for establishing charter schools:

1. to stimulate the development of |nnovat|ve programs within public
education;

2. to provide opportunities for innovative learning and assessments;

3. to provide parents and students with greater options in choosmg
schools within and outside their school districts;

4. to provide teachers with a vehicle for establishing schools with
alternative, innovative methods of educational instruction and school
structure and management;

5. to encourage performance-based educational programs;

6. to hold teachers and school administrators accountable for students’
educational outcomes; and

7. to provide models for replication in other public schools.

The charter school law authorizes the creation of two types of charter schools:
Commonwealth charter schools and Horace Mann charter schools. The DOE’s charter
school application materials provide the following descriptions of these two types of

charter schools:

[A Commonwealth charter school is a] public school that operates
independent of any school committee under a five-year charter granted by
the Board of Education. It is started by parents, teachers, non-profit
organizations, or community leaders. It has the freedom to organize
around a core mission, curriculum, theme, or teaching method, and is
allowed to control its own budgets, [and] hire (and fire) teachers and staff.
In retum for this freedom, a charter school must attract students and
produce results within five years or have its charter revoked. . . .

[A Horace Mann charter school is a] former district public school or part of
a public school that operates under a five-year charter approved by the
local school committee, the local teacher’s union president and the Board
of Education. To the extent provided by the terms of their charters,
Horace Mann charter schools may be exempt from local collective

5
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-bargaining agreements, provided that employees of the school will remain
members of the local collective bargaining unit, continue to accrue
seniority, and will receive, at minimum, the salary and benefits established
by the local collective bargaining unit.

By early 1997, the Board of Education had awarded 25 charters, the maximum number
allowed under the charter school law in effect at that time.” Legislation enacted in July
1997 amending the charter school law® increased this cap from 25 to 50, and the Board
of Education approved 13 additional charters in 1998. According to DOE projections,
there would be 32 Commonwealth charter schools and five Horace Mann schools

operating within Massachusetts by the end of 1999.°

When the Office initiated this review in March 1998, no Horace Mann charter schools

"had been established; accordingly, no Horace Mann charter schools were included in

the scope of this review. Thus, the findings regarding charter schools contained in this

report relate exclusively to Commonwealth charter schools.
The Chartering Process”

Under the charter school law, charter school applications may be submitted by a non- -
profit entity, two or more certified teachers, or 10 or more parents. Commonwealth
charter schools are supervised and controlled by boards of trustees. For-profit entities,
including for-profit firms and private schools, are ineligible to apply for charters.
However, charter schools may contract with private non-profit or for-profit entities for

educational or other services.

The charter application process includes several stages of review by the DOE.
Applicants whose initial application materials are determined to meet the evaluation

criteria established by the DOE are invited to submit a final application of no more than

" As noted above, one school’s charter was dissolved in early 1998. .
® Chapter 46 of the Acts of 1997.

° Massachusetts Department of Education, The Massachusetts Charter School Initiative
(1998), 11.

" The information in this section is drawn from the DOE's charter school application.
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50 pages, providing a detailed narrative, proposed budget; and action plan as well as
attachments containing letters of support, résumés of potential board of trustees

members, and other relevant documentation.

Charter School Funding

Commonwealth charter schools receive state funds under M.G.L. c. 70, which
establishes standards for state funding of public schools in Massachusetts. State éid to
charter schools is calculated according to a tuition formula based on the number of
enrolled students and the average cost per student in the school districts in which the
charter school students reside. The state then deducts equivalent funds from the state
aid acébunfs of those same school districts. However, local districts have been
reimbursed by the state for charter school payments. Reimbursements have varied
from 30 percent to 100 percent of charter school payments. Total state reimbursement

to school districts exceeded $24 million in the 1999 fiscal year.

The DOE’s charter school application provides the following explanation of the per

student tuition payment received by charter schools:

If the district where a student lives (i.e., sending community) spends below
its so-called “foundation budget,”" the payment to the charter school will
equal the sending community’s average cost per student. If the sending
community spends above its foundation budget, the tuition payment will
equal the average cost per student in either the community in which the
charter school is located or the community where the student lives,
whichever is less.

According to the DOE’s published statistics, charter schools in Massachusetts received
close to $45 million in M.G.L. c. 70 funds in the 1998 fiscal year.” In addition, charter

schools, like other public schools, may receive federal and state grant funds. According

to the audited financial statements and annual reports of the 24 schools in this review,

" A school district’s foundation budget is its minimum education spending level, as
defined in M.G.L. c. 70, §2.

'? Massachusetts Department of Education, The Massachusetts Charter School Initiative
(1998), 14. ...

7
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the s;:hools received grant funds totaling more than $4.7 million in the 1998 fiscal year.
Under the charter school law, charter schools may incur temporary debt in anticipation
of receiving funds, provided that the terms of repayment may not exceed the duration of
the school’s charter without the approval of the Board of Education.” Charter schools

may also receive funds and other donations from private donors.
Charter School Accountability

The charter school initiative, both nationally and in Massachusetts, is designed to
require performance-based accountability. In a publication entitled The Massachusetts
Charter School Initiative Evaluation and Accountability Policy, the DOE has cited charter
school accountability as an innovative and unprecedented phenomenon distinguishing

charter schools from other public schools in Massachusetts:

Massachusetts charter schools are becoming the most accountable public
schools in the Commonwealth. For the first time in the history of public
education, public schools are being allowed to set their own high
standards, demonstrate performance against those standards, and -
here’s the real difference — they will be closed down if they don’t produce
good results."

According to the Poliby, charter school accountability is a function of objectives,

progress toward objectives, and consequences based on performance:

Real accountability can be recognized by looking for three necessary
elements: worthy objectives, credible measures of progress toward those
objectives, and consequences (both rewards and penalties) based on
performance. Charter schools in Massachusetts have all three elements
of accountability, although it is the possibility of real consequences that
make charter schools the exception to the rule in public education, for they.
must prove themselves worthy of public money after five years or face
extinction."™

M.G.L. c. 71, §89(j)(6).

' Massachusetts Department of Education, The Massachusetts Charter School Initiative
Evaluation and Accountability Policy (undated), 1. '

* Ibid.
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To guide the determination of whether a charter school should receive public funds, the

Policy sets forth three questions:

1. Is the academic program a success?
2. |s the school a viable organization?

3. Is the school faithful to the terms of its charter?'®

The charter school law requires each charter school to submit an annual report to the
Board of Education, the local school committee, each parent or guardian of its enrolled
students, and each parent or guardian contemplating enroliment of a student in that
charter school. The charter school law also requires each charter school to submit an
independent audit of its accounts each year to the DOE and the State Auditor.” In
addition, the DOE requires each charter school to submit an Accountability Plan at the
end of its first year of operation and to report annually on its progress in meeting the
performance objectives set forth in the plan. The Accountability Plan is intended to
serve as a contract between the state and the charter school that.establishes the criteria
by which the school will be held accountable over the life of its charter. According to

the DOE’s 1998 report on the Massachusetts charter school initiative:

A charter school will be judged primarily on the academic progress of its
students, not by how much it pays its teachers or how well it complies with
conventional educational practices and assumptions.™

State Oversight of Charter Schools

A charter school office within the DOE is responsible for overseeing and providing
technical assistance to Massachusetts charter schools. The charter school office was
located within the Executive Office of Education (EOE) until 1996, when legislation was

enacted to abolish the EOE.” Since 1996, the charter school office has been located

*® Ibid.
" M.G.L. c. 89, §71 (gg), (hh).

"* Massachusetts Department of Education, The Massachusetts Charter School Initiative
(1998), 18.

*® Chapter 57 of the Acts of 1996.
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within the DOE, under the supervision of the Board of Education.” Until February 1999,
the charter school office included three full-time professional staff: an Associate
Commissioner, who reported directly to the Commissioner of Education, and two
Assistant Directors for Charter Schools. In February 1999, the Associate Commissioner
left state service, and an Assistant Director assumed the position of Acting Associate

Commissioner.

The responsibilities of the DOE’s charter school office include, but are not limited to,
evaluating new charter applicants; assisting newly chartered schools; monitoring the
performance of charter schools in improving the academic performance of charter
school students; reviewing charter school reports; disbursing state aid to charter

schools; and evaluating renewal applications.** According to DOE officials interviewed

- by the Office, the charter school office is assisted by several other offices within the

DOE, including the legal, grants managemeht, and finance offices.
Profiles of Charter Schools in This Review

Table 1 contains summary information regarding the 24 schools in this review, all of
which were granted charters between 1994 and 1996. Fourteen of the schools opened
in 1995, seven opened in 1996, and three opened in 1997. The schools are located

across the state in both urban and rural settings, as far west as Williamsburg and as far

. east as Orleans. They serve some of Massachusetts’s biggest cities — Boston,

Worcester, and Springfield — as well as smaller towns such as West Tisbury and
Hadley. The schools, each chartered under its own unifying theme or mission, embody
a variety of educational philosophies and curricula. While some schools have adopted
a traditional approach to leaming, others have become testing grounds for new

educational methods.

 Chapter 151 of the Acts of 1996.

®" In response to a draft version of this report, the DOE Commissioner stated that both
the former EOE and the DOE chose to focus the bulk of their limited charter school
oversight resources on charter school accountability for academic performance.
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In 1998, the 24 charter schools consi(sted of seven elementary schools, five combined
elementary-middle schools, five middle schools, six high schools, and one school
serving students in kindergarten through twelfth grade.? A total of 6,590 students were
enrolled in the 24 charter schools: 1998 enroliments ranged from 12 students to 1,072

students, with a median® school enrollment of 175 students.
Revenues

In the 1998 fiscal year, the 24 charter schools in this review received state aid under
M.G.L. c. 70 totaling $44,302,722 for 6,590 students. The largest charter school
received $8,220,713 in M.G.L. c. 70 funds, while the smallest received $65,818; the
median payment of M.G.L. c. 70 funds was $1,206,494 in the 1998 fiscal year. State
aid for the 1998 fiscal year ranged from 13 percent to 99 percent of the total revenues

received by the 24 schools.
Expenditures -

The expenditures® reported by the 24 schools totaled $49,902,034 in the 1998 fiscal
year; individual school expenditures ranged from $562,232 to $8,479,151. The median
school spending was $7,568 per student in the 1998 fiscal year; school expenditures
ranged from $4,798 to $11,197 per student.

% Massachusetts Department of Education, The Massachusetts Charter School Initiative
(1998), 11.

® The median is the middle value in a group of numbers ordered by size. Medians are
often used to represent the average when data are heavily skewed, or affected by
extreme values. For the statistics provided in this section, a few large schools skew the
data and inflate the mean, or arithmetic average; the median is thus more
representative of a typical charter school than the mean. '

* Some audited financial statements reported “expenses” rather than “expenditures,”
depending upon the financial accounting standard applied by the school. In the interest
of simplicity, both categories are generally referred to.in this report as expenditures.
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Overview of This Report

This report is divided into eight sections, beginning with this report introduction and
concluding with the report conclusion and recommendations. Sections Il through VIl
summarize the Office’s findings concerning charter schools’ contracts with private
management contractors; conflict of interest issues affecting charter schools; charter
school loans; financial management of charter schools; charter school procurement
procedures; and facility leasing by charter schools. Within each section, the charter
schools discussed in the findings are listed in alphabetical order. Section VIl of this
report presents the report conclusions and the Inspector General's recommendations
for strengthening charter schools’ business operations.

393
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ll. Contracts With Private Management Contractors

Background

Under the charter school law, charter schools are authorized to procure services,
equipment, and supplies under contracts and leases with private vendors. The Board of
Education is required to approve the terms of any contract with a private entity that will

provide “substantially all educational services” to the school.”

In June 1998, the Office requested that the 24 charter schools in this review provide the
Office with all current contracts and agreements with providers of educational and/or
management services. The contracts provided to the Office showed that as of July
1998, five of the 24 charter schools in the Office’s review were contracting with private
non-profit or for-profit entities to provide substantially all educational services. In each
case, the contractor also provided comprehensive administrative services, such as
budget, accounting, and payroll functions. Another six of the 24 schools were
contracting with private non-profit or for-profit entities to provide comprehensive
administrative services.® ~ This report refers to the private entities providing these
educationai_ and administrative services to charter schools as “management

contractors.”

Table 2 lists the 11 schools, their management contractors, and the types of services
provided under the contracts. As Table 2 shows, five of the 11 schools contracted with
non-profit entities (including a community college).” Six of the 11 schools contracted

with for-profit companies. Three companies — SABIS Educational Systems, Inc.; The

* M.G.L. c. 71 §89(j)(5).

? Several of the remaining 13 charter schools had executed specialized educational or
administrative services contracts with private contractors. These contracts were more
limited in-scope than the 11 management contracts discussed in this section.

? In one of the five cases, the school contracted with a non-profit management firm, but
the contracted services were performed by a for-profit subsidiary of that firm.

15
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Edison Project, L.P.; and Beacon Education Management, LLC -

each provided
services to two charter schools.

Table 2. Charter School Management Contracts’

Management Type of Fee Execution
School Contractor Organization Services Structure Date
Boston The Edison . educational and  percentage of .
Renaissance Project, L.P. for-profi administrative _revenues April 1995
Chelmsford Beacon Education for-profit Educ;’gonal percentage of JuI)‘l‘1 998"
Pubhe - Mana.gem“c?nt., LLC - administrative ,_,'e‘fe””es S
’ . . Beacon Education e .
| _.Clty on a Hill Management, LLC for‘p‘roflté o Qﬁrﬁfhlstratlve flat fe:w _ “ipy:r 998
Community Day A T o ercentak e of& Se “;mber
Community Day Care Center of non-profit Administrative P revenu% S 2995
Lawrence, Inc. I —
- Lawrence Family
Lawrence Family Development and . o percentage of  September
Development Education Fund, non-profit Administrative revenues 1996
Inc. B
Lowell Middlesex '
Middlesex Community non-profit Administrative flat fee July 1995
_ Academy College ER—
' Massachusetts
Health Research
Lynn Community Institute, Inc. non-profit** Administrative percentage of July 1997
) . expenses
~ (Solutions for the
Third Sector)
N 5 Federated
eighborhood Dorchester . .
House Neighborhood non-profit Administrative peerieggas%i of  November -
o oo Houses, Inc. P 1995
SABIS SABIS Educational . Educational
| | Svstems. Inc for-profit and unspecified July 1995
nterr1_a_1_t_|ona A » INC. e __admmlqtratlve S
. E.ducatlonal O
. . The Edison . < surplus TR
Seven Hills for-proflt  Tand ‘July 1996
g Prolect L. o . administatve fevenues 7 TL7
. Educational surplus
Somerville SAg;gtsri:cT;?nal for-profit and revenues, other  July 1996
T administrative - charges
* The school originally contracted with this contractor, which operated under the name of The Altemative Public Schools, Inc., in
June 1996.

** MHRI's subsidiary, Solutions for the Third Sector, is a for-profit firm.

DOE records showed that in eight of the 11 cases, the management contractor was

selected by the charter school founders before the founders were granted charters by
16 |
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the Board of Education. The DOE’s charter school application did not require applicants
to submit detailed information regarding the management contractors’ qualifications to
administer the schools’ educational programs and/or administrative operations. In the
other three cases, the school apparently selected the management contractor after
being granted the charter. Unlike state agencies and local governmental jurisdictions,
Massachusetts charter schools are not subject to any law requiring advertised
competition for procufements of supplies and services.. (Section VI of this report
discusses charter school procurements of suppiies and services.) Thus, the schools in
this review were essentially free to devise their own procedures for selecting

management contractors.”

The Office’s review disclosed that some contracts between charter schools and their
management contractors contained provisions that could undermine the schools’ ability
to achieve their educational objectives. These provisions also jeopardized the interests
~of state taxpayers whose dollars fund those schools. In cases where the management
contractor provided educational as well as administrative services to the school, the
Board of Education was required to approve the contracts discussed in this section. In
cases where the management contractor did not provide substantially all educational
services, the Board of Education was not required to approve, and did not approve, the

contracts discussed in this section.”

® In 1998, the DOE revised its charter school application to include the following
instructions to applicants: “[Alny application for a charter that proposes a school that
would be managed by a non-profit or for-profit contractor should describe why the
particular entity was selected and what due diligence the applicant group has performed
on said entity.” The application material did not specify the method by which the
applicant group was expected to perform due diligence on its selected management
contractor.

* In response to a draft version of this report, the DOE Commissioner noted that the
management contracts reviewed by the Office were some of the first in the country and,
thus, were designed without the benefit of models specific to this type of contract. He
also stated that, like all charter schools, a charter school contracting for educational
services is held accountable by the DOE and the Board of Education for its academic
and organizational performance, regardless of the terms of its management contract.
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Finding 1. Four management contracts for educational services contained no

contractor performance requirements measuring students’ academic

~ achievement.

Educational accountability is a fundamental objective of the charter school initiative in
Massachusetts and elsewhere. Under this results-based model, charter school boards
of trustees hold principals and teachers accountable for specific performance outcomes;
employees who do not perform risk losing their jobs. Similarly, the DOE holds charter
schools accountable for meeting specific perfformance outcomes. Charter schools that

fail to perform risk losing their charters.

However, four of the five contracts executed by charter schools in this review for
substantially all educational services did not hold the private management contractors
accountable for achieving specific results reflecting students’ academic performance.”
Three contracts specified no performance outcomes at all; the fourth provided that the
management contractor’'s performance would be evaluated on the basis of parent and

student satisfaction. The four contracts are discussed in more detail below.
Chelmsford Public Charter School

In March 1996, the Chelmsford Public Charter School contracted with The Alternative
Public Schools, Inc. for comprehensive educational and administrative services. The
contract was amended in June 1998 to add new provisions and to change the
contractor's name to “Beacon Education Management LLC.” Under the new contract,

Beacon Education Management was responsible for implementing a specific curriculum

* In 1998, several years after the contracts discussed in this section were approved by
the DOE and executed by the charter schools, the DOE adopted an explicit policy
requiring educational services contracts to contain clear contractor evaluation criteria.
Of four educational services contracts executed in 1998 and 1999 by charter schools
that were not in the scope of this review, three contracts specified performance
requirements reflecting students’ academic achievement. The fourth required the
school and the contractor to develop an assessment mechanism for evaluating student
educational outcomes. In response to a draft version of this report, the DOE
Commissioner stated that these more recent contracts represent a positive step forward
in the evolution of relationships between charter schools and educational management
companies and attest to the DOE’s improved oversight of these contracts.
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encompassing the vision of the school’s chartef, hiring all school staff and faculty, and
otherwise managing and operating the school. The contract provided that the school
would evaluate the Beacon Education Management's performance based on the
evaluation criteria contained in an Accountability Plan attached to the contract. The
contract provided that high ratings based on the evaluation criteria in the Plan would
enable Beacon Education Management to earn a performance bonus and low ratings

would enable the school to termina_te the contract.

The Accountability Plan attached to the contract specified two evaluation criteria:
parent satisfaction and student satisfaction. According to the Accountability Plan, the
school .and the management contractor would select an evaluation mechanism that
included a parent survey and a student survey; both would be designed to evaluate

satisfaction with the school’s program. The Accountability Plan stated:

The evaluation shall grade the School’'s overall program as excellent,.
good, fair or poor.

The following example of a parent survey question shall serve as a guide
for interpretation of the survey results: “Overall, what kind of education do
you think the CPCS [Chelmsford Public Charter School]} has given your
child this year?” “Excellent,” “Good,” “Fair,” “Poor.” Where the evaluation
gives four (4) points for each “Excellent” response, three for “Good,” two
for “Fair,” and one for “Poor,” and assuming - parent responses are
received for at least 75% of students, then if the composite response of
the parents in any year is greater than or equal to 3.25, BEACON'’s
operation of the School would be considered “Excellent”; if less than 3.25
but greater than 2.25 BEACON'’s operation of the School would be
considered “Good”; if less than 2.25 but at least 1.25, BEACON'’s
operation of the School would be considered “Fair”’; and if less than 1.25
BEACON's operation of the School would be considered “Poor.”

Two consecutive “Fair” or “Poor” ratings, shall be grounds for termination
of this Agreement in accordance with Section 6(a)(l).

However, the Accountability Plan contained no contractor performance requirements

measuring students’ academic achievement.

DOE records show that the DOE’s Associate Commissioner wrote to the Chairman of

the school’'s Board of Trustees in May 1998 regarding the school’s proposed contract
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with Beacon Education Management. The Associate Commissioner’s letter requested
that the school consider including a provision similar to a provision contained in a
proposed contract between Beacon Education Management and the Rising Tide
Charter School (which was not among the 24 schools in this review). The provision
would have required Beacon Education Management to propose to the school, by a
specific date, an assessment mechanism for effective evaluation of student education
outcomes; Beacon Education Management and the school would then implement an
annual assessment of student outcomes in subsequent contract years. The provision
would also have  required student achievement results to be reviewed by an
independent evaluator. However, the final contract executed by the school did not
include the provision suggested by the Associate Commissioner.

SABIS International Charter School

The SABIS International Charter School contracted in August 1995 with the
International School of Minnesota, Inc. (referred to in the.remainder of this report as
“SABIS Educational Systems”)” to administer the school’s educational programs,
school’s peréonnel and payroll functions, facilities, food and transportation services, and
other business activities. The educational functions for which SABIS Educational
Systems was responsible under the contract included student admissions; instruction;
bilingual education; student records; special education; student testing; professional
development for principals and instructional personnel; and selection and acquisition of

instructional materials, equipment, and supplies. The contract stated that the contract

" had been specifically designed to fulfill six objectives, two of which were to encourage

performance-based educational programs and to hold teachers and school
administrators accountable for students’ educational outcomes. The contract also
provided that the school would be authorized to determine the method by which SABIS

Educational Systems’ progress in educating the school’s children would be evaluated.

" According to a Foreign Corporation Certificate filed by the International School of
Minnesota, Inc. (ISM) with the Secretary of the Commonwealth in February 1998, ISM
conducted business in Massachusetts under the name of SABIS Educational Systems,
Inc.
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However, the contract contained no specific performance requirements to be met by
SABIS Educational Systems. Rather, the contract provided that SABIS Educational
Systems would establish minimum student performance outcomes that SABIS

Educational Systems itself would be responsible for meeting or exceeding:

STUDENT OUTCOMES. [SABIS Educational Systems] shall establish
minimum outcomes for performance of students enrolled at the Charter
School. Such standards of performance shall meet or exceed the
minimum standards established by the Commonwealth. It shall be the
responsibility of [SABIS Educational Systems] that the students shall meet
or exceed the established minimum outcomes.™

Seven Hills Charter School

In September 1996, the school contracted with The Edison Project for comprehensive
educational and administrative services, including educational programs; all personnel
functions; extra and co-curricular activities and programs; professional development for
administrators and instructional personnel; and procurement of all instructional
materials, equipment, and supplies. The contract required The Edison Project to
implement public performance evaluation systems to permit evaluation of the

educational progress of each charter school student. The contract also stated:

Edison shall be responsible and accountable to the Board for the
performance of the students who attend the Charter School according to
the Massachusetts Education Assessment Program, the performance
criteria set out in Appendix D, “Assessment and Accountability Plan,” and
such other assessment strategies as may hereafter be agreed to in writing
by Edison and the Board.

Neither the contract provided by the school to the Office nor the contract on file with the
DOE included the appendix containing the Assessment and Accountability Plan

referenced in the contract.

2 DOE records show that this sentence was added to a draft version of the contract in
response to a July 1995 letter from the EOE’s General Counsel to the school’s attomey.
The letter stated that the contract “should provide for accountability by [SABIS
Educational Systems] to the extent that the performance of students enrolled does not
meet the minimum standards established by the Commonwealth.”

21
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The contract also required The Edison Project to design and administer a survey of
charter school parents and students to determine their level of satisfaction with the
school and to provide the Board with student progress reports that would enable the
Board to monitor The Edison Project’s educational performance. However, the contract

did not specify educational outcomes required under the contract.
Somerville Charter School

In October 1996, the school contracted with SABIS Educational Systems, Inc., to
provide comprehensive educational and administrative services to the school, including
development and administration of the school’s cufriculum; student testing; professional
developmeni for principals and instructional personnel; and selection and acquisition of
instructional materials, equipment, and supplies. The contract stated that one goal of
the school's Board of Trustees was “to provide a performance-based educational
program émphasizing academic preparedness.” The contract also provided that the
school would have the right and authority to review the progress of SABIS Educational
Systems in educating the school’s children.

However, like the contract between SABIS -Educational Systems and the SABIS
International School, this contract contained no specific performance requirements to be
met by SABIS Educational Systerhs. Rather, the contract provided that SABIS
Educational Systems would establish minimum student performance outcomes that
SABIS Educational Systems itself would be responsible for meeting or exceeding:

STUDENT OUTCOMES. SABIS shall establish minimum outcome standards
for performance of students enrolled at the School. Such standards of
performance shall meet or exceed the minimum standards established by
the laws of Massachusetts. It shall be the responsibility of SABIS that the
students shall meet or exceed the established minimum outcomes.

in a September 1996 letter to the Co-Chair of the school’s Board of Trustees, specifying
the changes to the draft contract required as a condition of DOE approval, the DOE
Associate Commissioner instructed the school to add “failure to produce satisfactory
outcomes” to the list of conditions under which the school could terminate the contract.

However, this language was not incorporated into the final contract.
22
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Finding 2. Management contracts executed by some charter schools contained

compensation provisions that posed unwarranted risks to the
charter schools and taxpayers.
Clear, unambiguous contract provisions stating the basis on which the contractor will be
paid are essential to effective contract administration and public accountability. The
compensation provisions should provide the contractor with incentives that reflect the
public entity’s objectives, while protecting the public entity from overcharges and other

abuses.

The 11 management contracts reviewed by the Office contained widely varying
compensation provisions. The Office did not evaluate the reasonableness of the dollar
amounts paid by the schools to their management contractors. However, five of the 11
contracts reflected compensation arrangements that could be detrimental to the
interests of the schools or contained compensation provisions that did not correspond to
the actual~compensation arrangements between the schools and the management

contractors. These contracts are discussed below.®

Of the six management contracts not addressed in this finding, four contracts contained
compensation provisions that based contract fees on varying percentages of the
amount of revenues received by the schools. The other two contracts provided for
payment of flat compensation fees to the contractors. In general, these types of fee
arrangements create more appropriate incentives to contractors than do the provisions

discussed below.*

* In response‘to a draft version of this report, the DOE Commissioner stated that the
DOE is currently developing a uniform protocol for review and approval of management
contracts and that the compensation structure will be a primary focus of the protocol.

* However, a June 1999 study of charter school contracting noted that paying a
percentage of revenues creates an incentive for the management contractor to increase
school enroliments in order to generate more revenue; if increasing enroliments is not a
goal of the board of trustees, this compensation arrangement is not recommended. See
Charting a Clear Course by Margaret Lin and Bryan Hassel (Charter Friends National
Network, 1999), 43.
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Two contracts based the management

contractor’s compensation on the school’s

surplus revenues.

A compensation provision that bases a management contractors payment on the
school's surplus revenues at the end of the fiscal year creates a disincentive for the
management contractor to make or recommend certain expenditures that may be
warranted, since any expenditure would reduce the school’s potential surplus and, thus,
the contractor's compensation. This type of compensation provision also eliminates the
opportunity for a school to reinvest surplus funds in school operations and to share in
the financial benefits of any efficiency measures or cost-saving strategies implemented

by either the Board of Trustees or the management contractor during the fiscal year.

In each case cited below, the school's contract indicated that the management

contractor was authorized to make expenditures on behalf of the school.
Seven Hills Charter School

Under the school’'s September 1996 contract with The Edison Project, the contractor
was responsible for providing educational and administrative services, including
preparation of the school’'s annual budget for approval by the Board of Trustees. The
contract required the school to pay an amount equal to the school’s operating budget to
The Edison Project, which would pay all school costs and retain any surplus revenues

as compensation:

From the sums received, Edison shall pay all costs for those aspects of
the school program for which it is responsible. This shall include, but is
not limited to, salaries, health insurance and other benefits, curriculum
materials, textbooks, computer and other equipment, software, supplies,
etc. and those other costs required to be paid by law as part of the
operation of the Charter School. Any excess of revenue over
expenditures shall be deemed compensation to Edison as
reimbursement for its technology and other start up costs and for
services rendered. [Emphasis added.]
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The school's 1997 and 1998 audited financial statements did not specify the

compensation to The Edison Project required or paid under the contract each year.”
Somerville Charter School

Under the school's October 1996 contract with SABIS Educational Systems for
educational and administrative services, the school was required to pay SABIS

Educational Systems all surplus funds from tuition payments:

The School shall forward all funds received by it for tuition payments from
any source to SABIS and SABIS agrees to use such tuition payments (to
pay school expenses). . . . Any surplus remaining from tuition
payments after all expenses of the School and the Trustees have
been paid shall be retained by SABIS as profit. In the event that no
surplus of funds remains from the tuition payments after expenses of the
School and the Trustees have been paid, SABIS shall bear sole financial
responsibility for all remaining expenses and neither the School nor the
Trustees shall have any obligation to contribute additional funds.
[Emphasis added.]

According to the school’'s audited financial statements, the school owed SABIS
Educational Systems a surplus payment of $136,082 in the 1997 fiscal year, in addition

to management and other fees (discussed later in this section). The school owed

* According to the school’s audited financial statements, the school incurred an “excess
of revenues over expenditures and other financing sources” totaling $98,672 in the 1997
fiscal year and $181,452 in the 1998 fiscal year.
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SABIS Educational Systems a surplus payment of $343,896 in the 1998 fiscal year, in

addition to management and other fees.*

Two contracts based the management
contractor’s compensation on a percentage of
school expenses.

A compensation provision that links a management contractor's fee to a school’s
expenses provides the management contractor with an incentive to increase or
recommend increases in school expenses, thereby increasing the contractor's
compensation. Rewarding a management contractor for increased expenses may thus
encourage spending decisions that do not serve the school’s interests, especially when
the management contractor is responsible for preparing and administering the school
budget. Two charter school management contracts based on this compensation

arrangement are discussed below.”

* Internal DOE documents show that a similar compensation provision in the draft
contract between SABIS Educational Systems and another charter school not included
in this review, SABIS Foxborough Regional Charter School, raised concems within the
DOE in late 1998. In an internal memorandum to a DOE attorney dated November
1998, a DOE official questioned the surplus provision in the draft contract: “Why would
a surplus go to Sabis if Sabis is already taking a 6% management fee? . . . [(JWe have
also found that this term is also part of the management contract between Sabis and
Somerville Charter School. Should we address this term in the Somerville contract as
well?)” In response, the DOE attorney wrote: “The issue of surplus is a policy decision.
| certainly agree with you that this provision as worded undermines the spirit if not the
letter of the charter school law, particularly because SABIS is already taking 12 percent.
With respect to other contracts containing this provision, we must be consistent.” A
February 1999 letter from the DOE to the Chairman of the school’s Board of Trustees
letter cited revisions to the draft contract that would be required as a condition of the
DOE Commissioner's approval; however, the compensation provision was not one of
the provisions identified by the DOE as requiring revision.

¥ Until May 1997, the September 1995 contract between a third school, the Community
Day Charter School and the Community Day Care Center of Lawrence, Inc., stated that

. the management contractor’'s rate of reimbursement would vary from year to year and

would equal approximately eight to 12 percent of the school’'s operating expenses. In
May 1997, this provision was amended to state that the management contractor's rate
of reimbursement would equal five percent of “tuitions” — a term that was undefined in
the contract.
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Lynn Community Charter School

In August 1997, the Lynn Community Charter School contracted with the non-profit
Massachusetts Health Research Institute (MHRI)* to provide comprehensive
administrative services, including bookkeeping, record-keeping, payroll administration,
billing to state and federal funding sources, preparation of corporate financial reports
required by federal and state laws and regulations, general financial consulting to the
school, assistance in selecting an audit firm for required annual audits and hiring of
school staff, installation of proprietary accounting software, development of accounting
and human resources procedures manuals, and establishment of bank accounts.
Under the contract, MHRI's fee was calculated as a percentage of the school’s

expenses. The contract stated:

The billing rate for ongoing services will be 3.5% of direct expenses for the
period ending June 30, 1998. On or before April 1, 1998, the parties will
determine the billing rate for ongoing services for the second 12 months of
this Agreement. Such rate shall not be less than 3.5% nor more than 5%
of direct expenses.
This contract did not define “direct expenses,” nor did it specify whether the
management contractor's fee would be based on budgeted or actual direct expenses.
The school’s audited financial statements provided no information on the management

fees paid to the contractor in fiscal 1998, the first year of the school's operation.
Neighborhood House Charter School

Under the November 1995 contract between Neighborhood House Charter School and
its management contractor, Federated Dorchester Neighborhood Houses, Inc. (FDNH),
FDNH was required to perform all administrative functions of the school, including all
personnel, payroll, bookkeeping, and budget preparation functions; all maintenance and
operation of the school’s facilities; food service;,all transportation not provided by the

Boston Public Schools; fundraising; and public relations. The contract provided that the

* In a July 1998 letter, MHRI advised the Office that a for-profit subsidiary of MHRI,
Solutions for the Third Sector, provided fiscal management services to the school under
the August 1997 contract between the school and MHRI.
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school would pay FDNH a percentage of the school’s direct program expenses, defined
as any school costs paid by FDNH in good faith and billed to the school — even

unbudgeted or unapproved costs. The contract stated:

In payment for the services to be performed by [FDNH] hereunder, the

School shall pay to [FDNH] an annual fee equal to 5% of the direct

program expenses of the School. Such direct program expenses shall

equal those amounts billed to the School by Federated for School costs
- paid in good faith by [FDNH] on behalf of the School.

According to the school's audited financial statements, the school owed FDNH
management fees totaling $42,380 in the 1997 fiscal year and $62,127 in the 1998
fiscal year. The audited financial statements reported that these fees were computed at
six percent of budgeted direct program expenses. (The discrepancy between the terms
of the contract and the fee computation method reported in the audited financial
statements is discussed in the following subfinding.) The audited financial statements
reported that an unspecified portion of the fees owed by the school to FDNH remained

unpaid at the end of both fiscal years.

Three contracts did not accurately reflect the
actual compensation arrangements between the
schools and their management contractors.

Paying a management contractor without a clear written agreement accurately
specifying the basis for payment is not a sound business practice. This approach to
contracting diminishes a school’s capacity to plan, budget for, and monitor the contract.
Public accountability is also compromised when citizens and taxpayers seeking
information on the cost of a school's management contract are unable to find this

information in the contract itself.

In the first case cited below, the actual payment terms did not correspond to the
payment terms contained in the management contract. In the second casé, the
management contract -itself contained no provisions conceming the contractor's
management fee, but instead referred to an outdated attachment that projected school

revenues and expenses, including management fees. In the third case, the
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management contract contained no provisions regarding the management contractor’s

combensation.
Neighborhood House Charter School

As discussed in the previous subfinding, the school contracted with FDNH to provide all
administrative functions of the school. Although the contract stated that the fee paid to
FDNH would equal five percent of direct program expenses billed to the school by the
management contractor, the school’s audited financial statements stated that the fees
owed to FDNH were calculated at six percent of budgeted direct program expenses for
the 1997 and 1998 fiscal years. The audited financial statements did not indicate why
FDNH’s compensation was calculated at six percent rather than five percent of
expenses, nor why this calculation was based on budgeted rather than actual expenses
billed to the school by FDNH.

SABIS International Charter School

The August 1995 contract between the SABIS International Charter School and SABIS
Educational Systems for educational and administrative services did not specify the
management fee or basis of compensation. Rather, the contract referred to the

contractor's compensation in the following provision:

[SABIS Educational Systems] shall use the funds provided in accord with
the Budget prepared substantially in the form of Attachment 5. In
consultation with the teachers, the parties shall agree upon the annual and
projected Budgets prior to the commencement of each school year. -
Attachment 5.1 is the approved Budget for the period July 1, 1995 through
June 30, 1996. '

Attachment 5.1, appended to the contract, was dated August 8, 1995 and labeled
“05/96 Operating Budget.” Attachment 5.1 listed budget projections for the 1996 fiscal
year that included three separate fees totaling $255,000 to be paid to SABIS
Educational Systems: a $160,000 “SABIS Education/Management Fee,” a $50,000 fee

for “Academic Monitoring System Rental/Main.,” and a $45,000 fee for “marketing,

community and [SABIS Educational Systems] corp. support.” A footnote to Attachment
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5.1 stated that the education/management fee and academic monitoring system
rental/maintenance fee included a license fee for SABIS Educational Systems
proprietary information.

A cover letter to Attachment 5.1 was also attached to the contract. The letter, dated
August 10, 1995, and addressed to the school’s attorney from the SABIS Educational

Systems Vice President of Business Development, stated:

Attached is the revised 1995/96 operating budget for The Sabis™
International Charter School that should be attached to the most recently
changed and revised service contract between The Sabis™ Intemnational
Charter School and [SABIS Educational Systems].

The main change results from the newly inserted line for license fees for

the use of Sabis™ proprietary systems, methods, materials and software in

this public school. The fee is computed at 6% of “Total per Pupil

Revenue.” :
This letter appears to have been written in response to requests by the EOE in 1995 for
clarification of the license and management fees to be paid to SABIS Educational -
Systems. In July 1995, the EOE’s General Counsel had sent a letter to the school’s
attomey with comments and requests for additional information conceming the
proposed contract between the SABIS International Charter School and SABIS
Educational Systems. Under the heading “School Budget and Payment Obligations,”
the General Counsel's letter stated:

Payment obligations should be clearly delineated in the Agreement.
Financial arrangements between Sabis and [SABIS Educational Systems]
should be explained, and a completed budget should be attached
indicating categories of revenues and expenses and actual estimates of
fixed costs including any fees to [SABIS Educational Systems].
The August 10 letter from the school’s attorney was attached to the final version of the
contract sent to the EOE on August 22, 1995. On August 30, 1995, the Secretary of
Education sent the school’'s attormey a letter approving the terms of the contract
between the school and SABIS Educational Systems as an amendment to the school’s

charter. The letter stated, in part:



[T]his approval is conditioned on the filing of an amended 95/96 operating
budget for the charter school, clarifying the fee for services and the license
fee for [SABIS Educational Systems].

According to the school's audited financial statements, the actual fees charged the
school by SABIS Educational Systems for the 1996 fiscal year totaled $448,704 —
roughly double the figure of $225,000 projected in Attachment 5.1.* Thus, the school’s

1995 contract did not accurately reflect its actual compensation arrangements with

SABIS Educational Systems during the 1996 fiscal year.

The following table lists the fees charged to the school by SABIS Educational Systems,
as reported in the school’s audited financial statements. As the table shows, these fees
increased by almost $100,000 between the 1996 and 1998 fiscal years. However, the
school’s contract with SABIS Educational Systems was apparently never amended to
reflect the increased fees charged to the school.” It should also be noted that the labels
of some fees listed in the school’s audited financial statements did not correspond
exactly to the labels of the fees listed in Attachment 5.1 of the contract between the
school and SABIS Educational Systems.

® This increase does not appear to track increases in the school's enroliment: the
school’s actual per-pupil revenues for the 1996 fiscal year were only 4.7 percent higher
than those projected in the operating budget contained in Attachment 5.1 to the contract
between the school and SABIS Educational Systems.

“ Although the school provided the contract to the Office of the Inspector General in
July 1998, the budget projections contained in Attachment 5.1 to the contract did not
extend beyond June 1996.
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SABIS International Charter School Management Contract Fees

FY 1996 FY 1997 FY 1998
License fee* $148,958 $217,000 $269,083
Management fee . 144,000 217,000 269,083
Corporate support fee 155,746 89,986 5,877
Total $448,704 $523,986 $544,043

* Labeled “License and Rental Fee” in 1996 audited financial statements.

In December 1998 — more than three years after the EOE’s conditional approval — the
school’s independent auditor raised concems about the lack of management contract
provisions specifying the management and license fees paid to SABIS Educational
Systems:

The management agreemént between SABIS Educational Systems and
the School does not define the management and license fees to be paid
SABIS Educational Systems, Inc. An amendment specifying these fees
should be added to prevent future misunderstandings.
The school’s audited financial statements reported that the school did not pay SABIS
Educational Systems either the license or hanagement fees owed in the 1998 fiscal
year; rather, the school deferred payment of this $538,166 obligation, thereby incurring
interest charges computed at eight percent of the unpaid fees. However, the school’s
contract with SABIS Educational Systems did not specify the interest rate to be charged

by SABIS Educational Systems on unpaid fees owed by the school.
Somerville Charter School

As previously discussed, the October 1996 contract between the Somerville Charter
School and SABIS Educational Systems provided that the school would pay SABIS

Educational Systems all surplus funds remaining after all expenses of the school and of
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the Trustees have been paid at the end of each year. In addition, the contract referred

to a license fee to be paid to SABIS Educational Systems:

Execution of this Agreement shall give rise to a license for the use of
SABIS Proprietary Information to the School (the license fee for which is
. included in the Budget[)].

The contract did not specify the amount of or basis for calculating the license fee.

According to the school’s audited financial statements, SABIS Educational Systems
charged the school a total of $683,102 in surplus and fee payments in the 1997 fiscal
year and $843,273 in the 1998 fiscal year. The audited financial statements reported
that SABIS Educational Systems charged the school a management fee and a
corporate support fee in addition to the surplus payment and the license fee referred to
in the contract. Both the license fee and the management fee were calculated at six
percent of the school's state funding and grant receipts, according to the audited
financial statements. The latter did not explain the basis for Calculating the corporate
support fee. The following table shows the surplus payment and fee charges reported

in the 1997 and 1998 audited financial statements.

Somerville Charter School Management Contract Fees

FY 1997 FY 1998
Surplus payment $136,082 $343,896
License fee 189,191 | 228,781
Management fee | 189,191 228,781
Corporate support fee 168,638 41,815
Total $683,102 $843,273

Thus, the school’s contract with SABIS Educational Systems did not accurately reflect

the school’s compensation arrangements with SABIS Educational Systems: it did not

33
28



identify or refer to the management and corporate support fees charged by SABIS

Educational Systems in the 1997 and 1998 fiscal years.

According to the school’s audited financial statements, the school deferred payment of
$670,115 of the $683,102 owed to SABIS Educational Systems for the 1997 fiscal year;
the following year, the school deferred payment of $697,933 of the $843,273 owed to
SABIS Educational Systems for the 1998 fiscal year. The audited financial statements
reported that the school incurred interest charges computed at 10 percent of the unpaid
-surplus payment and other fees. However, the school’'s contract with SABIS
Educational Systems did not specify the interest rate to be charged by SABIS

Educational Systems on unpaid fees owed by the school.

Finding 3. Management contracts executed by five charter schools contained

' provisions that could restrict public use of educational curricula and

other intellectual property developed with public funds.

Two principal objectives of the charter school law are to stimulate the development of
innovative programs within public education and to provide models for replication in
other public schools.” Accordingly, the charter school law prohibits a charter school
from charging public schools for use of its educational curricula unless the charter
school’s contract with a management contractor states otherwise. M.G.L. c. 71, §89(k)

states:

Charter schools shall not charge any public school for the use or
replication of any part of their curriculum subject to the prescriptions of any
contract between the charter schools and any third party providers.

The charter school law anticipated that the Commissioner of Education would

disseminate successful innovations developed by charter schools to other public
schools. M.G.L. c. 71, §89(s) states:

The commissioner shall facilitate the dissemination of successful
innovation programs of charter schools and provide technical assistance
for other school districts to replicate such programs.

“M.G.L. c. 71, §89(d).
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The Office’s review identified five contracts between charter schools and management
contractors containing intellectual property provisions that would restrict use by other
public schools of educational programs or materials developed with public funds by a
charter school. Four of the five contracts contained no provisions allowing for use or
replication of the educational programs or materials at no charge by other public
schools in Massachusetts. The fifth contract required the managemeht contractor to
license its educational program and curriculum model at no charge to the local school
district. The provisions discussed below could reduce the likelihood that materials
developed under these contracts will be replicated by other public schools. DOE
records show that the DOE instructed one of the five schools to change the restrictive
intellectual property provision before executing the final contract, but the school did not

do so.
Boston Renaissance Charter School

The Boston Renaissance Charter School contracted with The Edison Project, LP in April
1995 for comprehensive educational and administrative services, including an
educational and instructional program; personnel functions; professional development
for all principals and instructional personnel; extra-and co-curricular activities and
programs; selection and procurement of instructional materials, equipment and
supplies; operation and maintenance of school facilities; and business administration of
the school. The contract provided that The Edison Project would own all rights to
materials developed by or under the direction of The Edison Project employees, and
that The Edison Project would receive one-third of any profits from the sale or licensing

of materials developed by any school employee:

The Board agrees that Edison shall own all copyright and other proprietary
rights to all instructional materials, training materials, curriculum and
lesson plans, and any other materials developed by Edison, its
employees, agents or subcontractors, and to the extent permitted by law,
any person working under Edison’s direction pursuant to this Agreement.
During the term of this Agreement, Edison may disclose such proprietary
information, including that which is currently in existence as well as that
which may be created in the future. In the future, should Edison develop
any information or material for use in the School which Edison considers
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to be proprietary, Edison shall disclose such fact to the Board. The Board
shall then have the right and opportunity to object to Edison’s identification
of the information as proprietary. . ..

Notwithstanding any other provision of this Article, any educational
product or service developed exclusively by any employee of the School
during the term of this Agreement shall be the joint property of the School,
the employee and Edison, and profits from the sale or licensing of that
product or service shall be shared in by the School, the Employee and
Edison on the basis of one-third of such profits to Edison, one-third of
such profits to the School, and one-third of such profits to the employee.

DOE documents included a lengthy letter dated January 1995 from the EOE’s General
Counsel to the school’s attorney, critiquing the draft contract between the school and
The Edison Project. Regarding the provision governing proprietary information, the
General Counsel’s letter instructed the school to include language requiring The Edison
Project to give prior notice to the Board of Trustees of any intellectual property it

intended to utilize in the charter school. As the above excerpt indicates, the school did
include such language.

Chelmsford Public Charter School

The original 1996 contract between the Chelmsford Public Charter School and The

Alternative Public Schools, Inc. contained no provision govemning rights to intellectual
proper‘gy. However, the amended 1998 contract contained a new provision that gave
Beacon Education Management sole ownership of all documents, ideas, or other
information developed under the contract with the school:

CPCS [Chelmsford Public Charter School] agrees that any and all
information, whether written or oral, regarding BEACON, its concepts,
- ideas and proposals, including without limitation all operating procedures,
curriculum models, manuals, reports, documents and all other writings and
graphic records to the extent not part of the public domain (collectively,
‘the Information”), to which CPCS has access during the term of this
Agreement shall be held and treated by CPCS in the utmost and strictest
confidence, and shall not, without BEACON'’s prior written consent, be
disclosed to any other person or entity by CPCS. CPCS agrees that the
Information, including without limitation all BEACON’s concepts,
ideas, documents and confidential information developed by
BEACON or its employees in connection with BEACON’s
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implementation of this Agreement, shall remain the sole and
absolute property of BEACON. CPCS also agrees that it will not
appropriate any of the Information for its own or any other use outside the
scope of this Agreement. [Emphasis added.]

Unlike the other contracts discussed in this finding, however, the contract required
Beacon Education Management to license the school’s educational program to the

Chelmsford Public Schools at no charge:

Beacon agrees that, upon written request of the Trustees, Beacon shall
license, on a non-exclusive basis, the School’s curriculum model
and educational program at no cost (except the cost of
photocopying, printing, etc.) to the Chelmsford Public School
System solely for use within the Chelmsford Public Schools. This
license shall be in a form reasonably acceptable to Beacon so as to
protect Beacon’s property rights, as stipulated herein above, to the
material licensed thereunder. In addition, the Trustees and Beacon may
mutually agree in writing in the future to provide the School’s curriculum
model and educational program to other parties who have assisted in
developing the School. [Emphasis added.]

SABIS International Charter School

The 1995 contract between the school and SABIS Educational Systems provided that
SABIS Educational Systems would own only those “trademarks, copyright and other
proprietary rights developed prior to the effective date of this Agreement,” and that the
school and SABIS Educational Systems would jointly own proprietary rights to

intellectual property developed for the school with contract funds:

Jointly Developed Proprietary Information. The School and [SABIS
Educational Systems] shall jointly own proprietary rights to intellectual
property developed for the School using funds provided through this
Agreement. The School and [SABIS Educational Systems] agree to
establish policies and agreements, consistent with the Act and other laws,
for the control, license and release of such intellectual property and for the
recognition of the role of teachers and other employees involved in the
development of such intellectual property. The parties shall act in good
faith to permit licensing of proprietary information covered by this
Paragraph 7.3 in accord with the provisions of 601 CMR 1.05(1).
[Emphasis in the original.]
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DOE records included a draft version of the contract containing a provision stating that
SABIS Educational Systems would own all trademark, copyright, and other proprietary
rights to any materials developed by SABIS Educational Systems during the contract
term. In a July 1995 letter to the school's attorney, the EOE’s General Counsel
instructed the school to change this provision, and the school did so. As the above
excerpt indicates, the final version of the contract required joint ownership by SABIS

Educational Systems and the school of the proprietary rights.
Seven Hills Charter School

The 1996 contract between the Seven Hills Charter School and The Edison Project
provided that The Edison Project would own the rights to all materials developed by its
employees or any school employee supervised by The Edison Project:

The Board agrees that Edison shall own all copyright and other proprietary
rights to all instructional materials, training materials, curriculum and
lesson plans, and any other materials developed by Edison, its
employees, agents or subcontractors, or by any individual including Board
employees working for, or supervised by Edison which is developed
during working hours, or during the time for which the individual is being
paid, or with Edison’s assistance. Except as otherwise provided herein,
Edison shall have the sole and exclusive right to license such materials for
use by other schools, school districts or customers, or to modify and/or
sell such material to other schools, school districts or customers.

The contract also provided that The Edison Project would receive one-third of any

profits from the sale or licensing of materials developed by any school employee:

Notwithstanding any other provision of this Article, any educational
product or service developed solely by any employee of the School shall
be the joint property of the School, the employee and Edison, and profits
from the sale or licensing of that product or service shall be shared in by
the School, the Employee and Edison on the basis of one-third of such
profits to Edison, one-third of such profits to the School, and one-third of
such profits to the employee.

Intemal DOE memoranda show that two DOE officials raised concerns about the latter
provision before the DOE approved the contract. In September 1996, the DOE

Assistant Commissioner wrote in an internal memorandum:
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As with Sabis, | believe anything developed with public money by a public
entity is in the public domain and cannot be controlled, licensed, or
otherwise be claimed as proprietary. This does not apply to what Edison
may have developed privately on its own nickel. But this graph [sic]
suggests that anything developed at the Seven Hills Charter School with
public money becomes proprietary, which is false. [Emphasis in the
original.]
In a January 1997 internal memorandum, a DOE attorney also raised concerns about
this contract provision but noted that the DOE had already approved a charter school

contract with The Edison Project containing a similar provision:

| do still have a concem about Article X| (page 24), “Proprietary

Information.” My concem is that a strict reading of this section could fly in

the face of one of the purposes of charter schools by eliminating the

possibility that the successes of this program cannot be replicated without

access to the curricular materials that could fall under this section.

However, since this language is almost identical to that in the

Renaissance Charter School’s agreement with the Edison Project, |

do not believe that this is an issue that we could raise at this point.

In addition, it may be that | am overly cautious about this and this will

never become an issue. [Emphasis added.]
DOE records contained no evidence that the DOE communicated these concerns to the
school, nor did DOE records contain any letter from the DOE approving the final
contract before it was executed. In an interview with the Office, the Acting Associate
Commissioner of the DOE's charter school office stated that, notwithstanding the
concems raised by the DOE attomey in 1997, the DOE’s approval decisions regarding
the terms of educational management contracts are not and should not be governed by

its past decisions regarding similar contracts.
Somerville Charter School

The October 1996 contract between the Somerville Charter School and SABIS
Educational Systems contained the following provisions, the wording of which was
nearly identical to the wording of the contract between the SABIS Intemational Charter
School and SABIS Educational Systems:
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JOINTLY DEVELOPED PROPRIETARY INFORMATION. The School
and SABIS shall jointly own proprietary rights to intellectual property
developed for the School using funds provided through this Agreement.
The School and SABIS agree to establish policies and agreements,
consistent with the Act and other laws, for the control, license and release
of such intellectual property and for the recognition of the role of teachers
and other employees involved in the development of such intellectual
property. The parties shall act in good faith to permit licensing of
proprietary information covered by this Paragraph 7.3 in accord with the
provisions of 601 CMR 1.05(1). [Emphasis in the original.]
In September 1996, one month before the contract was executed, the DOE Associate
Commissioner sent a letter to a Co-Chair of the Somerville Charter School Board of
Trustees regarding the school’s draft contract with SABIS Educational Systems, which
contained the provisions reproduced above. The Associate Commissioner’s letter to the
school listed required revisions to the draft contract, including the following objection to

the draft contract provision labeled “Jointly Developed Proprietary Information”:

Anything developed with public money by a public entity is in the public
domain and cannot be controlled, licensed, or otherwise be claimed as
proprietary. This has nothing to do with what Sabis may have developed
privately on its own nickel. But this paragraph seems to suggest that
anything developed at the Somerville Charter School with public money
become[s] proprietary, which is false. [Emphasis in the original.]

However, the school -did not amend this provision in response to the Associate

Commissioner’s letter. The final contract language was identical to the draft contract

language.

Finding4. The DOE’s management contract approval process has been
unsystematic and inconsistently implemented.

Under the charter school law, the Board of Education must approve the terms of any

contract between a charter school and a private entity if the charter school intends to

procure substantially all educational services from that entity.' The charter school law

contains no standards or criteria for the Board’s approval of contract terms; nor does it

specify the conditions under which approval may be denied.
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The Office’s review of DOE documents pertaining to the DOE’s review and evaluation of
the terms of such contracts indicated that the DOE did not adopt formal criteria for
approval of these contracts until 1998.“ In contract approval letters issued in 1998 and
1999 to the Chairs of the Boards of Trustees of three charter schools not included in the
scope of this review, the Commissioner of Education summarized the Board’s contract

approval criteria as follows:

We have determined that the contract is consistent with the charter school

statute and regulations. We have also determined that the contract meets

the criteria: for my approval: the contract assures that the Board of

Trustees will operate independently of any other parties involved with

management of the charter school; it uses clear criteria for the evaluation

of the contractor; and, it includes sensible provisions for the termination of

the contract.
DOE records showed that between January 1995 and July 1998, the DOE (or the EOE,
its predecessor agency) reviewed draft versions of the five educational service contracts
executed by schools in this review. The DOE or the EOE sent letters to the schools
containing r recommended revisions to four of the five contracts. However, DOE records
contained no letters or other documentation confirming that the Board of Education had
approved these contracts. In the case of the fifth contract, DOE records contained no

correspondence from the DOE to the school.

In an interview with the Office, the DOE’'s Acting Associate Commissioner
acknowledged that the DOE should improve its contract approval procedures. He
stated that the DOE plans to solicit all final educational service contracts and contract
amendments from existing charter schools in order to ensure that the DOE’s files are
complete and accurate and that the DOE has issued final approval letters for all
approved contracts. He noted that the charter school office is empowered to withhold

quarterly payments from schools that do not comply with the DOE’s instructions to

.

“ The Office’s review of four educational service contracts executed in 1998 and 1999
by schools that were not in the scope of this review showed that the DOE
Commissioner approved these contracts on behalf of the Board of Education.
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change the terms of draft educational services contracts as a condition of DOE

approval, or that execute final educational services contracts without DOE approval.
Boston Renaissance Charter School

DOE records indicated that the school incorporated most of the revisions recommended
in January 1995 by the EOE into its final contract with The Edison Project; however,

DOE records contained no final approval letter from the DOE to the school.
Chelmsford Public Charter School

The Chelmsford Public Charter School submitted a draft of its revised management
contract to the DOE for comment in January 1998.“3_ DOE records contained no
evidence of any DOE action in response to the draft contract over the ensuing months.
The school then sent a newly signed version of the contract to the DOE in June 1998.
In a July 1998 letter to the Chairman of the school’s Board of Trustees, the DOE’s
Associate Commissioner posed several questions and suggested that a new provision
be added regarding evaluation of student educational outcomes (as discussed in the
previous. Finding 1). As noted earlier, the school did not include the suggested
provision in the final contract with Beacon Education Management. DOE records

contained no further correspondence or final approval letter from the DOE to the school.
SABIS International Charter School

The SABIS Intemational Charter School received a conditional approval letter from the
Secretary of Education in April 1995 stating, in part:

[T]his approval is conditioned on the filing of an amended 95/96 operating
budget for the charter school, clarifying the fee for services and the license
fee for [SABIS Educational Systems, Inc.].

® The EOE approved the original contract between the Chelmsford Public Charter
School and The Altemative Public Schools, Inc. in June 1996. As noted earlier, the
revised version of the 1996 contract included new provisions and changed the
contractor's name to “Beacon Education Management LLC.”
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This amended operating budget was attached to the final contract between the school
and SABIS Educational Systems, but it was not contained in DOE records pertaining to
the contract. Although DOE records showed that the school incorporated most of the
revisions recommended by the DOE into its final contract with SABIS Educational

Systems, DOE records contained no final approval letter from the DOE to the school.
Seven Hills Charter School

DOE records contained a copy of the signed contract between the school and The
Edison Project. However, although DOE records contained several internal memoranda
raising concems about the contract (as discussed in the previous Finding 2), DOE
records contained no correspondence from the DOE to the school regarding the draft

contract, nor did they contain a final approval letter from the DOE to the school.
Somerville Charter School

DOE records showed that the school’s final contract with SABIS Educational Systems
did not incorporate all of the contract revisions required by the DOE as a condition of
DOE approval. In a September 1996 letter to the Co-Chair of the Board of Trustees, the
DOE’s Associate Commissioner listed eight contract revisions required as a condition of
contract approval. The school’s executed management contract incorporated f9ur of

the eight revisions.

Two of the four revisions required by the DOE but not incorporated into the final contract
were technical changes for clarification. However, the other two required revisions were
substantive. As previously noted, the DOE’s Associate Commissioner objected to the
draft contract provision giving SABIS Educational Systems joint ownership of the rights
to educational programs or other intellectual property developed by the school with
public funds; nevertheless, this draft contract provision was incorporated into the final
contract. The DOE’s Associate Commissioner also instructed the school to amend the
draft contract provision specifying the conditions under which the school could terminate

the contract with SABIS Educational Systems, but the school did not do so.
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lll. Conflict of Interest Issues

Background

Charter schools are subject to the Massachusetts conflict of interest law, M.G.L. c.
268A, which regulates the conduct of public officials and employees at all levels of
government ih Massachusetts. The purpose of the conflict of interest law is to ensure
that public officials’ financial interests and personal relationships do not conflict with
their public obligations.* Under the charter school law, charter schools are deemed
state agencies for the purposes of M.G.L. c. 268A.% Any individual who holds an office,
position, or employment with a charter school, whether paid, unpaid, full-time, or part-
time, is considered a state employee under the conflict of interest law. Individuals

serving as consultants to charter schools are also covered by the law in most cases.

M.G.L. c. 268A, §6 prohibits a state employee from participating in an official capacity in
any particular matter that would affect the financial interest of a business organization in
which the employee is serving as officer, director, trustee, partner, or employee unless
the employee receives permission from the public official who appointed the employee
to his or her job. According to the Guide to the Conflict of Interest Law for State
Employees published by the State Ethics Commission, which enforces the conflict of
interest law, state employees must take the following steps in order to receive the

necessary permission:

To receive the exemption, the employees must first advise their appointing
official of the particular matter in which they normally would participate as
part of their job and make full disclosure of the financial interest involved.
A copy of this statement must be sent to the Ethics Commission. The
appointing official may then decide to assign the matter to another person
or allow the employee to participate. A determination to allow the
employee to participate must be in writing and filed with the Ethics
Commission.

* The summary of the conflict of interest law provided in this section is drawn from A
Practical Guide to the Conflict of Interest Law and Financial Disclosure Law for State
Employees published by the State Ethics Commission.

“M.G.L.c. 71 §89 (v).
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The State Ethics Commission is authorized to impose civil files of up to $2,000 for each
violation of the law and to recover damages. The law also carries criminal penalties,

including fines and terms of imprisonment.

Elected and certain appointed state officials are required under M.G.L. c. 268B, the
financial disclosure law, to file annual statements of financial interest reporting their
financial activit.ies of the previous year, including their income, business ownership and
equity, real property owned in Massachusetts, securities and investments, and certain
information pertaining to their family members, with the State Ethics Commission. Until
1998, the charter school law required members of the boards of trustees of all charter
schools to file statements of financial interest pursuant to M.G.L. c. 268B, §5. However,
in April 1998 the charter school law was amended to reduce these disclosure

requirements for charter school trustees. The amended disclosure language stated:

3

Members of boards of trustees of charter schools operating under the
provisions of this section shall file a disclosure annually with the state
ethics commission, the department of education, and the city or town clerk
wherein such charter school is located. The form of the disclosure shall
be prescribed by the ethics commission and shall be signed under penalty
of perjury. Such form shall be limited to a statement in which members of
the board of trustees shall disclose any financial interest that they or a
member of their immediate families, as defined in section 1 of said chapter
268A, have in any charter school located in the commonwealth or in any
other state or with any person doing business with any charter school.”

Under the charter school law, the members of a charter school’s board of trustees are
“public agents authorized by the commonwealth to supervise and control the charter
school.”™ As board members, charter school trustees are required to fulfill certain
fiduciary obligations or duties that apply to members of all boards of directors, whether
their organizations are private or public. These duties are generally referred to as the
“duty of care” (sometimes called the duty to be informed) and the “duty of loyalty.” The

Charter School Legal Memorandum 96-3 issued to charter schools in 1996 by the

“M.G.L. c. 71, §89(v).
“M.G.L. c. 71, §89(a). 70
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former EOE provided the following explanation of the obligations of charter school

trustees as public agents to fulfill the duty of care and the duty of loyalty:

The Board of Trustees, as a public agent, is entrusted by the
Commonwealth to supervise and control the charter school. Accordingly,
the Board of Trustees is primarily responsible for ensuring the charter
school's compliance with the charter school legislation.

The Board of Trustees has two primary duties as a public agent: (1) the
duty of care, and (2) the duty of loyalty. The duty of care means that each
trustee must act with such care as an ordinary prudent person would
employ in the trustee’s position. This duty imposes on the trustee the
responsibility of participating actively in the oversight of the charter
school's activities. Such participation includes attending meetings,
reviewing the school's code of conduct, financial reports, and other
required documents, and monitoring delegated activities. The duty of
loyalty means that the trustee must act in good faith and in a manner the
trustee reasonably believes is in the best interest of the charter school.
DOE records showed that as of May 1999, 308 trustees — virtually all trustees:of the 24
charter schools in this review — had complied with the annual financial disclosure
requirement contained in M.G.L. c. 71, §89(v). Of these, approximately three-quarters
disclosed no financial interests in any charter schools. The information reported on the
disclosure forms showed that some charter school trustees had financial interests that
required them to restrict their actions as trustees in order to comply with the conflict of
interest law and their duty of loyalty to their charter schools. For example, 29 trustees

reported that they were also employed by their schools as teachers or administrators.

Under the charter school law, the Commissioner of Education is the appointing official of
members of charter school boards of trustees for purposes of M.G.L. c. 268A, the
conflict of interest law. As of May 1999, DOE records contained no disclosures from
charter school trustees pursuant to M.G.L. c. 268A, §6, or written determinations by the
DOE in response to such disclosures. In interviews, DOE officials confirmed that the
DOE had not granted written permission to any charter school trustees to participate in

particular matters in which they held financial interests.
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Finding 5. The composition of some charter school boards of trustees could
undermine the boards’ ability to fulfill their fiduciary duties to the
schools they serve.

According to annual reports filed with the Commonwealth,* some trustees serving on
charter school boards simultaneously served on the boards of directors of the non-profit
management contractors providing services to those charter schools. In one case, a
majority of the school's trustees also served as members of the management
contractor's board of directors. These dual board memberships could undermine the

interests of both the schools and the non-profit entities contracting with the schools.

A charter school trustee who simultaneously serves on the board of directors of the
school's management contractor may have conflicting fiduciary obligations. For
example, in deciding and voting on the compensation to be paid to the management
contractor by the school, the trustee cannot reasonably exercise the duty of loyalty to
both parties to the transaction: the school and the management contractor. The trustee
is obligated by the duty of loyalty as well as M.G.L. c. 268A, §6 to abstain from
participating in the decision. By doing so, however, the trustee’s ability to exercise the

duty of care on behalf of the school will be reduced.

A June 1996 legal memorandum from the General Counsel of the former EOE alerted
charter schools to the potential for conflicts of interest under this scenario. The General

Counsel’'s memorandum stated, in part:

In order to avoid conflicts of interest, the Board of Trustees should
carefully scrutinize, among other things, its transactions and the financial
interests of its members. ... One example of a conflict of interest is
where a member of the educational contractor of the charter school is on
the Board of Trustees of the charter school.

® The information on board membership contained in this finding was drawn from
annual reports filed with the DOE by charter schools and from annual financial reports
filed with the Office of the Attomey General’s Division of Public Charities by charitable
organizations between 1996 and 1998. The annual financial disclosure requirement
contained in M.G.L. c. 71, §89(v) does not require charter school trustees to disclose
board memberships in organizations that have financial relationships to the charter
schools on whose boards they serve.
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A June 1999 resource guide published by the Charter Friends National Network®
strongly advised charter school boards to maintain complete independence from their

management contractors:

Independence and integrity of charter school boards. To ensure the
independence and public integrity of charter school governing boards, it is
essential that such boards scrupulously maintain complete .independence
from companies that seek or do business with the school. Conflicts of
interest impede accountability by preventing impartial evaluation of the
contractor's performance, and threaten the school board’s integrity as a
guardian of the public trust. For this reason, charter school boards should
avoid having members who have financial or familial connections with any
current or potential vendor or contractor (or subsidiary or agent of such).
Likewise, potential or contracted vendors should not exercise influence in
the appointment of charter school board members beyond the initial board
formation stage.” [Emphasis in the original.]

The Office’s review identified dual board memberships in the cases of three schools
discussed below. In each case, the school was initiated and founded by the non-profit
entity providing administrative services under contract to the school. In each case, the
school’'s Board of Trustees included a substantial number of trustees who also served
on the non-profit management contractor’'s board of directors. Any trustee also serving
on the board of the school’'s management contractor who has participated in any charter
school decision or action affecting the management contractor’s financial interests could
have violated his or her duty of loyalty to the charter school as well as the conflict of
interest law. Where a majority of trustees are prohibited by their duty of loyalty and the
conflict of interest law from participating in certain financial decisions affecting the
school, as in one case discussed below, the decision-making capacity of the Board of

Trustees may be significantly compromised.

“ The Charter Friends National Network, based in St. Paul, Minnesota, was created in
1997 to promote quality charter schools by supporting state-level charter school
organizations.

* Margaret Lin and Bryan Hassel, Charting a Clear Course (Charter Friends National
Network, 1999), 16.
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Community Day Charter School

Reports filed by the school and its management contractor for 1997 and 1998 indicated
that five of 11 trustees of the Community Day Charter School also served on the Board
of Directors of Community Day Care Center, Inc. (CDCC), the school’s management
contractor, during this period. The school contracted with CDCC for accounting,

bookkeeping, and other administrative services.
Lawrence Family Development Charter School

Reports filed by the school and its management contractor for 1997 and 1998 indicated
that six of 13 trustees of the Lawrence Family Development Charter School, including
the President and Treasurer, also served on the Board of Directors of Lawrence Family
Development and Education Fund, Inc. (LFDEF) during this period. The school

contracted with LFDEF for accounting, bookkeeping, and other administrative services.
Neighborhood House Charter School

Reports filed by the school and its management contractor for 1997 and 1998 indicated
that 18 of 20 trustees of the Neighborhood House Charter School also served on the
Board of Federated Dorchester Neighborhood Houses, Inc. (FDNH) in 1997, and that
12 of 13 school trustees served on the Board of Directors of FDNH in 1998. The school
contracted with FDNH to perform all administrative functions of the school, including
payroll, bookkeeping, budget preparation, and delivery of food and transportation

services.

Finding 6. The DOE has provided no guidance to charter schools concerning
the requirements of the conflict of interest law.

The Office’s review of written material distributed to charter schools by the DOE
indicated that the DOE has not provided information to charter schools on the

requirements of the conflict of interest law and their obligations under the conflict of
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interest law.” If school trustees and employees are unaware of the legal prohibition on

their ability to participate in matters in which they have a financial interest, the risk of
unintentional violations of the law is significant. Under these circumstances, the law is

not and cannot be an effective safeguard or deterrent against conflicts of interest.

In an interview, DOE officials of the charter school office acknowledged that they are
unfamiliar with the detailed requirements of M.G.L. c. 268A as they apply to charter
schools. They stated that the charter school office plans to consult with the DOE’s legal
office and the State Ethics Commission in order to provide guidance to charter schools

regarding their obligations under the conflict of interest law.

*" The 1997 Massachusetts Charter School Handbook distributed to charter schools by
the Pioneer Institute for Public Policy Research provided a brief description of the
conflict of interest law as it applies to charter school trustees and advised charter
schools to contact the DOE with any questions regarding conflict of interest or ethics
issues. .
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IV. Loans

Background

Most public schools in Massachusetts are subject to stringent borrowing rules. Long-
term borrowing by cities and towns, such as bond issuances, requires formal approval
by a two-thirds vote of Town Meeting or the City Council. The law also restricts the
maximum amount of debt for certain purposes that local governments may assume at
one time.” Local governments may incur temporary debt in anticipation of revenue or
reimbursement by the Commonwealth. However, temporary borrowing is subject to
restrictions on the amount borrowed and the repayment period, as well as approval and

disclosure requirements.”

Charter schools are not subject to these borrowing restrictions. Under the charter
school law, charter schools may incur temporary debt in anticipation of receiving funds,
provided that the terms of repayment may not exceed the duration of the charter without
the approval of the Board of Education.* There are no restrictions on the purposes for
which charter schools may borrow funds or the amount of funds charter schools may
borrow, nor are the terms of charter school loans subject to any specific approval or

disclosure requirements.

According to the 1998 audited financial statements of the 24 charter schools in this
review, 12 schools had available credit lines, with borrowing limits ranging from $50,000
to $750,000, to fund their operations in anticipation of state revenues. Nine of the 12
schools had credit lines with banks; the other three schools had credit lines with their
management contractors. Only one school — Hilltown Cooperative Charter School —

had an outstanding balance on its credit line as of June 30, 1998.

“M.G.L. c. 44, §7.
® M.G.L. c. 44, §§4, 6A.
*M.G.L. c. 71, §89()(6).
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The audited financial statements showed that a total of 10 of the 24 schools had
outstanding loans and other financial obligations — such as overdue fees and interest
charges owed to management contractors — at the close of the 1998 fiscal year. Table
3 lists these outstanding balances by school. As the table shows, the total outstanding
balances included approximately $12.3 million owed by Boston Renaissance Charter
School, approximately $6 million owed by Seven Hills Charter School, and smaller
amounts owed by Boston University Residential Charter School, Cape Cod Charter
School, Hiltown Cooperative Charter School, Lynn Community Charter School,
Neighborhood House Charter School, SABIS Intemational Charter School, Somerville
Charter School, and South Shore Charter School.

The audited financial statements ‘report.ed that some loans — including the largest loans
to the Boston Renaissance Charter School® and the Seven Hills Charter School —
financed renovations and other improvements to charter school facilities. The audited

financial statements of three schools with outstanding loans — Boston University

‘Residential Charter School, SABIS International Charter School, and Somerville Charter

School — indicated that each school had used some loan proceeds to fund some of the
school’s dperating expenses. The other schools’ audited financial statements did not
report the purposes of the loans.

* In 1995, the Commonwealth’s Asset Management Board approved the noncompetitive
lease of a vacant 13-story state building to the Boston Renaissance Charter School for
nine years and four months. Also in 1995, the Government Land Bank (GLB) loaned
the school $12.2 million for renovations to the building. The Board’s approval was
conditional on the GLB’s guarantee of both the rental payments and the building
improvements. _
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Table 3. Charter School Outstanding Loans
And Management Contract Charges as of June 30, 1998

School Lender Amount Owed
Boston Renaissance The Edison Project, Inc. $107,000
The Edison Project, Inc. 244,183
Massachusetts Government Land Bank 11,944,523
o , $12 295,706
| Boston University Boston University 370,839 [ uh
i Residential US Trust* 200,000 | . ; 2
o S — — T P SRR P R 5701839
3 R R S T T T e T e b e
Cape Cod Cape Cod Bank & Trust Company 80,809
Hilltown Cooperative Cooperative Fund of New Engiand 17,443
Lynn Community unspecified lender 58,983
| Federated Dorchester Neighborhood '
Neighborhood House Houses, Inc. g 221,794
SABIS International SABIS Educational Systems, Inc. 967,095
Seven Hills o The Edison Project, L.P. T 1,348,747
The Edison Project, L.P.** 686,519
: unspecified bank .3 995.000 6,028,266
Somerville SABIS Educational Systems,.lnc. 1,139,232
South Shore " unspecified lender ~7 7 30,000
unspecified bank § o M |
- : _ 155,000

Source: Charter school audited financial statements for the 1996, 1997, and 1998 fiscal years.
* This obligation was subsequently assumed by the Carlisle Foundation, according to the school's 1998 audited financial statements.

** The school was jointly liable with Seven Hills Charter School, Inc. for this obligation, according to the school’s 1998 audited financial
statements.
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Finding 7. Loan agreements between charter schools and their management
contractors could render the schools excessively dependent on their
management contractors while reducing the schools’ contracting
leverage.

According to their 1998 audited financial statements, five charter schools owed a total of
$3,365,823 to their management contractors as of June 30, 1998. In four of the five
cases, the managerhent contractors loaning funds to the schools were private, for-profit
companies providing educational and administrative services under contract to the
schools. This arrangement increases the schools’ dependence on their management
contractors. To the extent that a school is in debt to its management contractor, the
school’s leverage to enforce the management contract, negotiate changes to the
contract, or terminate the contract is likely to be correspondingly reduced. Moreover, a
management contractor that administers and oversees a school’s financial operations
and also.loans money to that school has a potential conflict of interest, especially if the
management contractor is involved in deciding whether and how much money the

school should borrow.™

The DOE’s 1998 publication, The Massachusetts Charter School Initiative, noted that
contracting with for-profit companies was a means of generating charter school

financing:

Companies can offer communities educational expertise, provide access
to capital, and infuse significant private sector funds into public schools.
Where a Board of Trustees has hired a private company to manage the
school and achieve the goals of the charter, it can easily terminate the .
contract if the Board isn’t satisfied with the company’s performance.

The assumption that a school can “easily” terminate a contract with a company that has

loaned the school substantial funds — or, as in one case discussed below, has

* In response to a draft version of this report, the DOE Commissioner stated that
charter schools receive no start-up funds aside from a small federal start-up grant and,
thus, may have little choice but to assume debt in order to finance their first years of
operation. He also stated that the difficulty of obtaining conventional bank loans leaves
some charter schools with few or no viable alternatives to borrowing funds from their
management contractors.
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guaranteed the school’s loan from another financial institution — is questionable. A
summary of the five schools’ financial obligations to their management contractors is

provided below.
Boston Renaissance Charter School

According to the school's 1998 audited financial statements, the school borrowed
$457,000 from its management contractor, The Edison Project: $350,000 to finance
installation of air conditioning, and $107,000 to repay The Edison Project for certain
school wiring costs. The first loan was payable over three years at a 9.41 percent
interest; the second loan was payable in equal monthly installments of $7,000 at a zero
percentv interest rate. As of June 1998, the school's outstanding obligations to The
Edison Project totaled $351,183.

Neighborhood House Charter School

The school’s 1998 audited financial statements reported that the school owed $221,794
to its management contractor, Federated Dorchester Neighborhood Houses, Inc.
(FDNH) as of June 1998. The school’s indebtedness to FDNH included unpaid
management fees as well as other unspecified financial obligations. The audited
financial statements provided no information on the amount of the unpaid fees or the

terms and conditions of the school’s other financial obligations to FDNH.
SABIS Intemational Charter School

According to the school’s 1998 audited financial statements, the school owed $967,095
to SABIS Educational Systems as of June 1998. This indebtedness included unpaid
management fees and interest charges as well as other financial obligations to SABIS
Educational Systems. The 1998 audited financial statements show that the school
deferred payment until the 1998 fiscal year of $252,020 in charges owed to SABIS
Educational Systems for the 1997 fiscal year, and that the school deferred payment of
$651,177 in charges owed to SABIS Educational Systems for the 1998 fiscal year.
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In a December 1998 letter to the Board of Trustees, the school’s independent auditor

noted the lack of a written loan agreement specifying the terms and conditions of the

school’s financial obligations to SABIS Educational Systems. The letter stated, in part:

The School frequently borrows and repays funds to SABIS Educational
Systems, Inc., the management company. @ We recommend the
development -of a written agreement between the School and SABIS
Educational Systems, Inc. to formally define the terms and conditions of
the loan in order to avoid misunderstandings.

Seven Hills Charter School

According to the school's 1998 audited financial statements,” the school owed its
management contractor, The Edison Project, $1,346,747 in unspecified charges as of
June 30, 1998. The audited financial statements also reported that the school was
jointly liable with Seven Hills Charter School, Inc., the private non-profit corporation
established to support the school, for a $686,519 loan at an 8.8 percent interest rate. In
addition, the audited financial statements reported that The Edison Project had
guaranteed a $4,047,000, five-year bank terrh loan to the school and Seven Hills
Charter School, Inc. for renovation and construction work, and that the loan will require
a balloon payment of $3,722,333 in the 2003 fiscal year. After the final payment on the
bank term loan has been made, The Edison Project’s $686,519 loan will become fully

due.
Somerville Charter School

According to the school’'s 1998 audited financial statements, the school owed
$1,139,232 to SABIS Educational Systems as of June 1998. This amount included

unpaid management fees as well as other financial obligations. In both 1997 and 1998,

* It is noted that the Independent Auditor's Report on Primary Govermment Financial
Statements contained the following statement: “[T]he primary government financial
statements, because they do not include the financial data of component units [Seven
Hills Charter School, Inc.] of Seven Hills Charter School, as discussed in Note 2, do not
purport to, and do not, present fairly the financial position of Seven Hills Charter School
as of June 30, 1998, and the results of its operations for the year then ended in
conformity with generally accepted accounting principles.”
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the school’s independent auditor sent letters to the Board:of Trustees raising concemns
about the lack of a written loan agreement specifying the terms and conditions of the

school’s frequent borrowing and repayment of funds to SABIS Educational Systems.

Finding 8. State taxpayers could be liable for unpaid debts of charter schools
that lose their charters.
The charter school law does not address the question of what party or parties would be

liable for a charter school’s outstanding financial obligations in the event that:

 the Commonwealth revoked the school’s charter before the charter expiration
date, or

¢ the school had not satisfied its obligations by the charter expiration date.

It is the opinion of the Office that state taxpayers could under some circumstances be
held legally” responsible for charter schools’ unpaid debts. If the current cap of 37
Commonwealth charter schools is increased or removed, the outstanding financial
obligations of Massachusetts charter schools will also be likely to rise, along with the
financial exposure of state taxpayers. Mitigating the risks of this exposure will require

effective, proactive monitoring and oversight by the DOE.*

* In response to a draft version of this report, the DOE Commissioner stated: “[W]e
agree that the Department of Education must continue to ensure that the risk of financial
exposure tothe Commonwealth is mitigated by monitoring and oversight of the financial
obligations incurred by charter schools.”
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V. Financial Management and Oversight

Background

The Massachusetts charter school initiative has defined three performance measures
by which charter schools are to be evaluated and held accountable: academic program
success, orgénizational viability, and adherence to the school charter. Financial
management is a key component of a charter school's organizational viability.

According to the DOE, organizational viability means that:

the school is financially solvent and stable, enroliment is stable and near
capacity, school governance is sound, and professional staff are
competent and resourceful.”
The DOE'’s charter school regulations require a charter school applicant to demonstrate
its ability to achieve fiscal and opérational viability within the five-year charter term in
order to obtain charter approval.” The Board of Education may revoke a charter for

financial insolvency.”

DOE regulations also require a charter school seeking renewal of its charter to
demonstrate its financial viability.” The DOE’s charter renewal application for the 1998-
99 school year required the applicant to answer the following question: “Is the school
financially solvent and stable?” The renewal application provided the following

guidance to the charter renewal applicant:

What reviewers will look for:

A clear, concise narrative statement that provides sufficient evidence that
the school has competently and effectively managed its finances. The
statement should address any negative findings from independent audits

* Massachusetts Department of Education, The Massachusetts Charter School Initiative
(1998), 4.

® 603 CMR 1.05.
603 CMR 1.12. 4
®2 603 CMR 1.11.
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and/or budget deficits in a fiscal year, and how the school responded to
either.

Suggested sources of evidence:

Results from independent financial audits, financial statements.

In July 1998, the DOE issued Charter School Technical Advisory 98-1, which advised
charter schools that they were required to follow sound business practices and
generally accepted government auditing standards as conditions of their charters. The

Technical Advisory outlined three essential elements of sound business practices:

e a documented system of internal controls;

e a documented procurement process that promotes competition, fairness, and
best value contracting; and

e written policies and procedures ensuring that the school’s procurement
process is consistent with and based upon its internal control system and
requiring sufficient record-keeping for audit purposes.”

The Office’s review disclosed weaknesses in the financial management of some charter

schools and in the DOE’s oversight of charter schools’ financial operations. These

~ weaknesses undermine the accountability of the charter school initiative and increase
the financial risks to state taxpayers. These weaknesses are summarized in the
findings that follow.

Finding 9. The lack of uniformity of the audited financial statements submitted
to the DOE by charter schools reduces their usefulness as a financial
monitoring tool.

The charter school law requires charter schools to keep accurate financial records and

to obtain an independent audit each year.® The DOE’s charter school regulations

require the independent audit to be “consistent with generally accepted auditing

* The following section of this report provides a detailed discussion of charter school
procurement policies and procedures.

*M.G.L. c. 71, §89(hh).
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principles” and “consistent with any guidelines the Department of Education may

issue.”™

The charter school law also requires the independent audits obtained by the schools to
be in a form prescribed by the State Auditor.” In October 1998, the State Auditor
issued a Report on Establishing Standardized Accodnting and Reporting Methods for
Massachusetts Charter Schools. The Auditor's report found that the format of the
financial information being provided by charter schools to the DOE was inconsistent and
that this lack of uniformity limited the usefulness of the financial information. To address
this deficiency, the Auditor's report provided a basic chart of accounts, pro forma
budgets, and financial reports for use by charter schools in addition to the financial
reports required by generally accepted accounting principles (GAAP).” The Auditor's
report recommended that certain charter schools modify the recommended chart of

accounts as necessary to accommodate their unique operational situations.

The Auditor’s report also recommended that the DOE amend its regulations to require
Massachusetts charter schools to maintain their financial records in accordance with
GAAP and that the independent audits of charter schools be performed in accordance
with generally accepted govemment auditing standards (GAGAS) issued by the U.S.
Comptroller General. The GAGAS include all generally accepted auditing standards as
well as numerous additional standards requiring higher levels of audit reporting, follow-
up, documentation, and distribution. Finally, the Auditor's report recommended that the
audits comply, if appropriate, with the requirements of Circular A-133, issued by the
U.S. Office of Management and Budget, which sets forth standards of consistency and
uniformity for federal agency audits of states, local govemments, and non-profit

organizations spending federal funds.

% 603 CMR 1.08.
®M.G.L. c. 71, §89(ll).

* GAAP are uniform minimum standards of and guidelines for financial accounting and
reporting. The audited financial statements of two of the 24 schools in this review
stated that the schools did not maintain their financial records in accordance with
GAAP.
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The Office’s review confirmed the State Auditor’s finding regarding the lack of a uniform
format for the financial information reported by charter schools. For example, the Office
noted that the accounting standards used to prepare the audited financial statements
were not uniform among the 24 charter schools in this review. Some audited financial
statements included cash flow statements;” others did not. Some applied a modified
accrual basis of accounting; others adopted a full accrual basis. In addition, the loan
information provided by the independent auditors varied: some auditors provided
detailed information on outstanding loan balances, interest rates, and repayment
schedules, whereas others provided no detailed information. Without this information,
the DOE cannot reasonably evaluate a school's capacity to meet its outstanding
financial obligations within the term of its charter.

In an interview, DOE officials advised the Office that charter schools have been
instructed to adopt the chart of accounts recommended by the State Auditor for their
audited financial statements for the 2000 fiscal year and will be given further guidance
regarding compliance with the other financial reporting forms and recommendations
contained in the State Auditor's report.

Finding 10. Three charter schools exhibited warning signs of financial problems
that, if uncorrected, could jeopardize their future viability.

There are multiple measures that can be used to evaluate an organization’s financial

condition. In general, the organization’s performance with respect to a single measure

at a single point in time is less significant than the pattern of financial management the

organization exhibits over time. Thus, effective financial oversight requires expert

examination of trends reflecting an organization’s performance with respect to multiple

financial measures over time.

Based on the incomplete information contained in the audited financial statements, the
Office identified three charter schools whose financial condition exhibited several
warning signs; these schools are discussed below. While warning signs ‘do not

necessarily mean that the organization cannot remain viable, they do suggest a need

® A cash flow statement accounts for all sources and uses of cash.
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for increased vigilance and oversight to ensure that the problematic financial trends do

not threaten the organization’s future viability.
Boston University Residential Charter School®

A Widely used measure of an organization’s ability to meet its financial obligations is the
“current ratio,” which is computed by dividing an organization’s current assets by its
current liabilities. For charter schools, current assets consist of cash and other assets
(such as receivables) that are expected to be converted to cash, sold, or used within
one year.”” Current liabilities are obligations that are expected to require use of current
assets, such as salaries, fees, and lease payments.” A current ratio of less than 1
indicates that an organization cannot readily cover its current financial obligations by
liquidating its assets. According to the school's audited financial statements covering
the period of March 1, 1997 — the school’s inception — to June 30, 1998, the school’'s

current ratio as of June 30, 1998 was only .18.”

The December 1998 independent auditor’s report accompanying the audited financial
statements noted that the school's expenditures had exceeded its revenues by

$556,133 and questioned the school’s financial viability:

® Unlike the other charter schools reviewed by the Office, the Boston University
Residential Charter School provides residential care in addition to education for youths
referred through the Division of Youth Services and the Department of Social Services.

™ The Financial Accounting Standards Board (FASB) Accounting Standards (1994/95
Edition, 4487) define current assets as those assets that “are reasonably expected to be
realized in cash or sold or consumed during the normal operating cycle of the business.”
The FASB is an authoritative body that establishes generally accepted accounting
principles.

" The FASB Standards (4487) define current liabilities as “obligations whose liquidation
is reasonably expected to require the use of existing resources properly classifiable as
current assets or the creation of other current liabilities.”

" In reviewing the current ratios of the schools in this review, the Office noted that less
than half of the schools classified assets and liabilities as current and noncurrent in their
audited financial statements, as defined by Accounting Research Bulletin No. 43,
Chapter 3A, “Working Capital — Current Assets and Current Liabilities.”
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As discussed in Note 7 to the financial statements, the School incurred a
decrease in net assets of $556,133 for its initial period ended June 30,
1998 and is dependent on advances from Boston University, which
raises substantial doubt about the School’s ability to continue as a
going concern. [Emphasis added.]
The audited financial statements reported that the school’s management was initiating
several steps to increase revenue available to the school. These steps included
seeking an increase in the school’'s negotiated daily rate charged to state agencies
placing students at the school, latunching a major fundraising effort, and developing a

more focused approach to recruiting placements from state agencies.

According to the DOE’s Acting Associate Commissioner, the DOE conducted regular
meetings with the school during the first half of 1999 to address the issue of the school’s
financial viability. He stated that the school was aware that the DOE would be obligated

to revoke its charter if the school proved unable to demonstrate its future viability.
SABIS International Charter School

Between June 30, 1997 and June 30, 1998, the school’s current ratio dropped from 1.32
to .74, according to the school’'s audited financial statements. The 1998 audited
financial statements also showed that the school’s outstanding financial obligations to
its management contractor, SABIS Educational Systems, increased from $375,650 at
the end of the 1997 fiscal year to $967,095 at the end of the 1998 fiscal year. As
discussed earlier in this report, the audited financial statements showed that the school
deferred payment until the 1998 fiscal year of $252,020 in fees and interest charges
owed to SABIS Educational Systems for the 1997 fiscal year, and that the school
deferred payment of $651,177 in charges owed to SABIS Educational Systems for the
1998 fiscal year. According to the 1998 audited financial statements, the school’s
revenues exceeded its expenditures for the 1996 and 1997 fiscal years, but its

expenditures exceeded its revenues by $361,436 in the 1998 fiscal year.

In April 1999, when the Board of Education was considering the school’s application to
renew its charter for an additional five-year term, the Inspector General sent a letter to

the Chairman of the Board of Education and the Commissioner of Education, alerting
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them to financial concems raised by the information in the school's audited financial
statements. The DOE Commissioner responded to the Inspector General’s concerns in
a June 1999 Ieftef. The Commissioner's letter acknowledged that the school had not
been timely in paying accrued charges owed to SABIS Educational Systems. However,
the letter expressed the opinion that, based on a review of the school’s finances over its
first three years of operation, the DOE'’s staff had identified a pattern of financial viability
and stability.” According to the Commissioner’s letter, the school had provided the
DOE with a written statement that it expected to have paid all debt to SABIS
Educational Systems by June 30, 2000. On June 29, 1999, the Board of Education

voted to renew the school’s charter for an additional five-year period.
Somerville Charter School

According to the school’s audited financial statements, the school’s current ratios for
both the 1997 and 1998 fiscal years were below 1: its current ratio was .78 as of June
1997 and .84 as of June 1998. As discussed earlier in this repornt, the school deferred
payment until the 1998 fiscal year of $670,115 in fees and other obligations owed to
SABIS Educational Systems in the 1997 fiscal year. The school also deferred payment
until the 1999 fiscal year of $724,232 in fees and other obligations owed to SABIS
Educational Systems in the 1998 fiscal year. As of June 1998, the school owed
$1,139,232 to SABIS Educational Systems; this amount included unpaid management

fees as well as other financial obligations. The audited financial statements showed

” The Commissioner's letter attributed the school’s low current ratio for the 1998 fiscal
year to the classification of a school lease of buildings and land from SABIS Educational
Systems as a capital lease, and stated that the school was considering the option of
restructuring the lease as an operating lease. The letter also pointed to increases in the
school's cash from operating activities as evidence of the school’s economic viability.
However, the school’'s audited financial statements also showed that the school’s
unpaid fees, loan balances, and other charges owed to SABIS Educational Systems
increased substantially — by more than $400,000 — from the end of the 1997 fiscal year
to the end of the 1998 fiscal year. These were among the trends prompting the
Inspector General’s April 1999 letter.
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that the school’'s revenues exceeded its expenditures by $136,082 in the 1997 fiscal
year and $363,896 in the 1998 fiscal year.™

Finding 11. Independent auditors of 17 charter schools reported deficient
internal control systems that could adversely affect the efficiency
and integrity of the schools’ business operations.

An organization’s syStem of intemal controls is central to its capacity to fulfill its mission.

The term “internal controls,” sometimes referred to as “management controls,” refers to

the policies, procedures, and organizational arrangements that organizations use to

plan, budget, manage and evaluate their operations.” Effective internal control systems
are designed to promote results-based accountability by:

¢ increasing the organization’s capacity to fulfill its mission and objectives;

e providing reasonable assurance that resources are being used in a manner
- that is consistent with the organization’s mission;

e protecting the organization from waste, fraud, and mismanagement;
e promoting compliance with applicable laws and regulations; and

e  producing and maintaining reliable, timely information for decision-making
purposes.

Internal controls cannot assure that an organization will succeed in accomplishing these

objectives; rather, they constitute a set of tools that promote efficient and cost-effective

management while protecting the organization'’s integrity.

™ As noted in the previous Finding 2, the school owed SABIS Educational Systems
surplus payments of $136,082 in the 1997 fiscal year and $343,896 in the 1998 fiscal
year. The school’'s audited financial statements indicated that the $20,000 difference
between the school's reported surplus and the surplus payment owed to SABIS
Educational Systems in the 1998 fiscal year was comprised of temporarily restricted net
assets for after-school programs in the 1998-1999 school year.

™ The following discussion of intemal controls is drawn from Circular No. A-123,
“Management Accountability and Control,” U.S. Office of Management and Budget, July
1995, and from Govemment Auditing Standards, 1994 Revision, U.S. General
Accounting Office, June 1994.
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The generally accepted government auditing standards that charter schools (and many
other publicly funded organizations) must meet are published by the U.S. General
Accounting Office (GAO).”” These standards require the independent auditors
preparing the annual audits to report on the school’s financial statements as well as on
internal control deficiencies that they consider to be “reportable conditions.” GAO
standards also call for independent auditors to report other deficiencies in internal

controls to the audited entity, even if those deficiencies are not reportable conditions.

The GAO standards include the following examples of internal control deficiencies that
may be reportable conditions:

e absence of appropriate segregation of duties;”

e absence of appropriate reviews and approvals of transactions;

¢ inadequate provisions for safeguarding assets;

e evidence of failure to safeguard assets from loss, damage, or
misappropriation;

¢ significant deficiencies in the design or operation of intemal controls that
could result in violations of laws or regulations directly and materially affecting
the financial statements; and

o failure to follow up and correct previously identified deficiencies in intemal .
controls.

" As of the publication of this report, the most recent standards were contained in
Government Auditing Standards, 1994 Revision, U.S. General Accounting Office, June
1994, and subsequent amendments.

" The term “segregation of duties” refers to a fundamental and widely recognized
intemal control for both public and private organizations. The general principle
underlying segregation of duties is that, in order to reduce the risks of loss or misuse of
funds as well as the risks of failing to detect errors or abuses, no one individual should
be responsible for all phases or aspects of a transaction. Instead, the key duties and
responsibilities for authorizing, processing, recording, and reviewing official transactions
should be separated among multiple individuals. Similarly, an individual who has
custody of the organization’s assets — such as cash or checks — should not have access
to or responsibility for the accounting records for those assets.
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Reports on internal control deficiencies are not generally included in the independent
audits themselves. Rather, independent auditors provide these reports to the audited

entities in a separate document typically referred to as a “management letter.”

The Office requested copies of all management letters issued to the 24 schools within
the study scope from July 1994 through January 1999. The Office obtained 35
management letters issued to 17 of the 24 schools in this review. Six of the 35
management letters pertained to the 1996 fiscal year, 12 management letters pertained

to the 1997 fiscal year, and 17 management letters pertained to the 1998 fiscal year.

The 35 management letters identified a broad range of intemal control deficiencies at

the 17 schools, including the following:

* inadequate expenditure and cash disbursement practices;

¢ insufficient segregation of duties;

» failure to segregate the accounting systems and operating procedures of the
school and the private foundation established for fundraising and financial
assistance; ‘

o lack of a detailed operating budget;

» lack of written accounting and procurement manuals;

o lack of procedures for identifying, accounting for, .tracking, and disposing of
fixed assets owned by the school;

» inadequate procedures for overseeing and complying with the requirements
of state and federal grants; and

e lack of policies for record-keeping and records retention.

The management letters prepared by the schools’ independent auditors highlighted
specific policies, procedures, and organizational arrangements that, in the opinion of the
independent auditors, could adversely affect the schools’ capacity to record, procesé,
summarize, and report financial data consistent with the information provided by the
schools in the financial statements. In some cases, the deficient intemal controls, if left

uncorrected, could render the schools vulnerable to fraud, waste, and abuse.
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Some charter schools have reportedly taken

timely actions to strengthen their internal control

systems in response to deficiencies cited by their

independent auditors.

The Office’s review of management letters issued by ind’ependent auditors in
conjunction with their financial audits of charter schools for the 1996, 1997, and 1998
fiscal years indicated that some schools instituted measures to strengthen their
operating procedures in response to their independent auditors’ findings of deficient
internal controls. The following examples illustrate the importance of these reports, or
management letters, as an effective management tool to assist boards of trustees in
protecting their schools from risks that could compromise the financial viability and

integrity of their operations.
Benjamin Banneker Charter School

In a December 1997 management letter to the Board of Trustees, the school’s
independent auditor recommended that the school take action to remedy several
significant intemal control deficiencies. For example, the independent auditor cited the

lack of a formal accounting manual and offered the following recommendation:

A written accounting manual may be necessary to ensure that
transactions are treated in a standardized manner, that regulations are
being complied with, and that proper intermal control exists within the
organization. We recommend that operating guidelines for fiscal activities
and compliance responsibilities be prepared including a description of
each procedure, such as purchasing and receiving, invoice paying,
maintenance of accounts receivable and accounts payable subsidiary
records, and payroll procedures. We also recommend that the School
include an orga